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NEW FEDERAL REGULATIONS 
Save Time and Cost of Typing, Copying and Rechecking 


Ruling by Commissioner of Internal Revenue permits filing of reproduced tax 
returns — have yours done by specialists in the field — you prepare one Pencil Copy 
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should pay their own way via increased 
business volume, discounts earned and an 
improved credit status with suppliers. 


May we suggest that you get the facts 
about the time-tested LEXINGTON PLAN 
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Immediate Delivery. 
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Satisfaction Guaranteed. 
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+ 20% Fed. Tax 
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College and University Business 
Administration (Vol. I). 


Compiled by The National Committee on 
the Preparation of a Manual on College 
and University Business Administration. 
AMERICAN CoUNCIL on Epucation, Wash- 
ington, D. C., 1952. Pages: xiii + 217; 
$4.50. 


The committee responsible for the compila- 
tion of the contents of this volume comprised 
many individuals well known in college and 
university business circles. A committee of 
the American Institute of Accountants was 
appointed to cooperate on this project and 
three of these (Ralph S. Johns, Marcus 
Robbins and Howard A. Withey) are mem- 
bers of our Society. 

This is the first of a two-volume series 
relating to college and university business 
administration. It is a revision of the earlier 
publication “F inancial Reports for Colleges 
and Universities”, issued in 1935, which has 
been out of print for many years. It em- 
braces the accounting features of administra- 
tion. 

The present volume elaborates on the basic 
principles expounded in the 1935 publication 
and treats many new problems developed in 
the intervening years; notably the impact of 
accounting requirements in connection with 
research and development contracts with 
various agencies of the Federal Government. 
There are several features of outstanding 
value to professional accountants as well as 
college and university administrators. Among 
these may be mentioned: the statement of 
basic principles applicable to college and 
university accounting ; audits; procedures for 
the allocation of indirect expenditures; the 
appendix on terminology; the exceedingly 
useful bibliography ; and the suggested forms. 

Many controversial matters are dealt with 
rather completely such as “Depreciation of 
Real Property”, “Budgets and Budgetary 
Accounting”, and the “Unit Cost” problem. 

As with any volume of this kind there are 
always recommendations to be found which 
invite speculation, for example the statement : 
“Funds accumulated for the retirement of 
debt incurred for plant acquisition should 
also be reported in a separately balanced 
section of this (Plant fund) fund group.” 
This would seem to create an inflation of the 
plant fund section by including an item of a 
strictly financial nature. Consideration 
should be given (and perhaps it was) to 
placing this retirement fund in the reserve 
section. 

Also, one might be led to the conclusion 
from the chapter on “Budgets and Budgetary 
Accounting” that a superior control over 
appropriations will result from the double 

kkeeping arising from entering the appro- 
priations and estimated income in the general 

(Continued on page 102) 
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ledger along with the actual receipts and 
payments. Frequent budgetary adjustments 
would call for entries in the general ledger 
for appropriation changes and these com- 
bined with postings of realized actual receipts 


and expenditures would seem to promote 
confusion in the recording division. The 
entering of encumbrances in the form of 


requisitions or purchase orders as _ recom- 
mended would seem to add a further element 
of confusion, not to mention the vast ex- 
pense involved in formally recording all this 
mass of data. That this expense element is 
recognized is evident from the admission, 
“Some institutions may not desire to main- 
tain budget control accounts on the books 
because of the labor and expense involved 
in so doing.” The assertion is made that 
“the results to be obtained by carrying bud- 
get control accounts in the general ledger 
and by applying encumbrances against the 
balance available for expenditure are valu- 
able; and while such information may be 
obtained in other wavs, the results usually 
are less satisfactory.” The implication is 
that the same information as to the appropria- 
tions and encumbrances obtained from mem- 
orandum records is less reliable. This claim 
is debatable. The use of punched card ac- 
counting new is not uncommon among edu- 
cational institutions and budget appropriation 
cards prepared from a budget ledger main- 
tained on an informal basis can be combined 
with cards punched from actual transactions, 
plus cards for encumbrances punched at the 
end of each month, likewise from informal 
records, to produce statements of the condi- 
tion of appropriations quickly, accurately and 
relatively inexpensively. The memorandum 
records are always up-to-date every day. The 
same procedure may be applied where manu- 
ally kept records still are in use. The im- 
portance of budgetary control should net, 
however, be minimized by this comment on 
the effectiveness of formal as opposed _ to 
infermal methods of recording. 

The suggestion is also made in connection 
with prepaid expenses that ‘many items, sich 
as insurance premiums, which appear  fre- 
auently as prepaid expense or deferred 
charges in the accounts of commercial or- 
ganizations, need nct be prorated in institu- 
tional accounting.” This recommendation is 
permissive and hence subject to interpreta- 
tion. If the institution has its coverage on a 
“five year plan” in which 1/5 of the premi- 
ums fall due each year this might be work- 
able. This is too utopian and the unexpired 
value of premiums, paid in advance in many 
institutions is a figure so material that it 
could not be disregarded in preparing the 
balance sheet. 

The free use of the 


committee’s rather 


(Continued on page 103) 
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(Continued from page 102) 


term “surplus” in the pages relating to 
“Balance Sheet and Supporting Statements” 
fails to recognize the efforts of the account- 
ing profession over the past few years to 
escape from the public misunderstanding o 
the term and to develop other expressions to 
describe this equity feature of double entry 
bookkeeping. In the light of the continual 
pleading of financial difficulty by educational 
institutions, the use of the term “surplus” 
would seem to refute their plea. It should be 
avoided not only because modern accounting 
advocates the idea but because it implies 
wealth instead of poverty. 

With reference to expenditure from cur- 
rent funds for additions to physical plant the 
committee makes the recommendation, 
“However it is preferable to make such 
transfers directly from surplus and to report 
them in the summary of changes in surplus.” 
The profession has generally taken the posi- 
tion that the income statement should be all 
inclusive and accordingly the prior expres- 
sion of the committee in discussing the in- 
come statement would seem to be more in 
keeping with current thinking. It reads “An 
additional category, Transfers and Appropria- 
tions, may be used to report appropriations 
of current funds to other fund groups. When 
this category is used, a clearly designated 
Total of Current Expenditures should be 
shown on the statement above the item 
for Transfers and Appropriations.” 

These observations direct attention to a 
few thoughts developed during a reading of 
the publication. It is an exceedingly well 
organized manual, the recommendations are 
those of a distinguished and capable group, 
and the book is a reliable guide to the best 
practices in this field of college and univer- 
sity business administration. 

It is highly recommended for inclusion in 
the library of all firms having relations with 
colleges and universities. It will also be use- 
ful to firms who have engagements with 
hospitals, church bodies, charitable founda- 
tions, institutions for the aged, infirm, blind, 
etc. to which “fund accounting” procedures 
apply. 


EARLE L. WASHBURN 


New York University 


New York, N. Y. 


A Dictionary for Accountants 

sy Eric L. Kohler, Prentice-HAtt, INc., 

New York, N. Y., 1952. Pages: x-+ 453; 

$7.50. 

The author has rendered a signal service 
to the accounting profession in gathering 
into one book definitions of virtually every 
accounting term used. Some of the expres- 
sions probably have not been defined before, 
others would require a good deal of search 
through many books to locate. Here they are 
all in one book. 


(Continued on page 107) 
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manufacturers, importers, 
exporters, merchants 


working capital available 


commercial credits 
for business expansion 


Complete financial facilities, including 


1. Domestic Financing (Governmental or 
Industrial Orders, Accounts and Notes 
Receivable). 

2. Warehouse Loans. 

3. Purchase or Discount of Export Drafts. 

4. Issuance of Purchase Guarantees. 

5. Domestic and Foreign Letters of Credit. 

6. Soft Currencies (derived from export 
sales) converted into dollars. 
Personal Attention Emphasized 
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CREDIT CORPORATION 
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Latin American Countries 
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screened personnel for accountants 
and their clients 
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BUSINESS AND PERSONNEL 
OPPORTUNITIES 


Help Wanted: 
Situations Wanted: 


20¢ a word, minimum $5.00, 
10¢ a word, minimum $2.00, 


Business Opportunities: 15¢ a word, minimum $3.00, 


Box number, if used, counts as three words. 
Closing Date—15th of month preceding date of publication. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service: Desk provided 
for interviewing. $6.00 per month. Direc- 
tory Listing. Modern Business Service, 505 
Fifth Avenue (42nd Street). 


Are you in need of Furnished Office, Desk 
or Mail and Phone? All available with com- 
plete service—use of conference and recep- 
tion rooms. Stenographic service at a nom- 
inal fee. Mactell Service Co., 489 Fifth Ave- 
nue, (42nd St.), New York City. MU 2- 
2492. 


Statistical Typewriting 
Reports, mimeographing, personalized let- 
ters, Vari-typing, IBM_ typesetting. M. 
E. Gitsham, 140 East 45th Street, N. Y. 
17 Grand Central area. MU 2-6891-2; LE 
2-21 


iT 
2177 


Telephone Answering and Mail Service 
Use our 5th Avenue office as your address. 


Telephone Listings. Desks for rent. Secre- 
tarial services available. Accountants’ re- 
ports expertly typed. Reasonable rates. 


Kiernan’s, 507 5th Ave. MU 2-2444. 


Calculating Service 


Inventories computed, sales analysis, etc. 
Statistical experience. Special service to 
C.P.A’s. Formerly with U. S. General 


Accounting Office. Verna Crawford, 565 
Fifth Avenue, ELdorado 5-0280. 


New York Certified Public Accountant, 
Society Member, desires to purchase indi- 
vidual accounts or entire accounting prac- 
tice, within a radius of 100 miles of New 
York City. Box 546, New York C.P.A. 


New York City and Vicinity—Established 
C.P.A. desires to purchase or _ service 
small practice or individual accounts. Will 
consider partnership. Box 547, New York 


CAPA: 


Unfurnished room in attorneys’ suite, re- 
ception service, complete law library, mid- 
town, available to C.P.A., LO 4-8880. 


ee ee — 


FOR RENT —50 
room in dignified, 
TRiangle 5-5107. 


Court Street — Large 
attractive law _ office. 
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BUSINESS AND PERSONNEL 
OPPORTUNITIES 


SITUATIONS WANTED 
Statistical Typing 


Financial reports, tax returns, expertly 
typed on latest IBM electric. Ten years 


certified experience. Reasonable — confi- 
dential. JUdson 6-3879. 
Society member — broad experience — will 


handle Canadian or American assignments 
on per diem or other mutually satisfactory 
basis. Box 550, New York C.P.A. 


Comptometrist—Specializing in inventories 
and all phases of audits. Own machine. De- 
sire work at home. Call BAvyside 9-2755. 





Tax Assistant 
Position desired by semi-senior accountant 
with law degree. 34 C.P.A. Cum Laude 
graduate B.B.A., LL.B. Resume on _re- 
quest. Box 551, New York C.P.A. 


Semi-senior with law degree. 34 C.P.A. 
Position with C.P.A.—Attorney or C.P.A. 
where accounting and legal background 
would be utilized. Box 552, New York 
C.P.A. 
Office Manager-Accountant 

12 years experience in diversified industries 
and public accounting; cost accounting, 
taxes, systems, credits and collections, per- 
sonnel supervision. College grad, single, 
salary open. Box 553, New York C.P.A. 


a 
a 








CP.A., age 35, Society member, diversified 
C.P.A. experience, available 4-5 days month- 
ly, special engagements. $20 per diem. Box 


554, New York C.P.A. 


JOIN THE MARCH OF DIMES 


FOUNDATION FOR RFARTILS PARALYSIS» TRARKLIN QO ROOSEVELT, FOUNDER 
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“My many years as 


Wn. Schnver, BBA. MBA Placement Manager 


Licensee 


have proved of value in 
securing properly qualified personnel and 
key executives for accountants and their 
clients. A full understanding of your ex- 
act needs can cut down costly personnel 
turnover and wasteful inefficiency. We 
have on our lists right now efficient per- 
sonnel seeking positions—personnel you 
may sorely need. These highly trained 
people, including key executives, use our 
services. Our following of many years— 
comptrollers, accountants of all grades, 
bookkeepers, and general office help— 
looks to us whenever they contemplate 
a change. In our offices, their ambitions 
and your needs can be brought together 
to mutual advantage. Whatever your 
personnel needs, call me personally, and 
let me secure dependable help for you.” 


¢ COMPTROLLERS e BOOKKEEPERS 

¢ OFFICE MANAGERS Full Charge 
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FOR PROMPT 
SERVICE, 


Call: 
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Shirley Schnuer 


Licensee 


“Serving Leading National Firms” 


Defeudatle 


EMPLOYMENT AGENCY 
220 W. 42nd St. © New York 36 
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He Asked Permission to Stay 


Major William E. Barber. USUC i 


Medal of Honor 
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Excat THOUSAND weary marines lay he. 
sieged at Yudam-ni; three thousand more 
were at Hagaru-ri, preparing a_ break. 
through to the sea. Guarding a frozen 
mountain pass between them, Major 
Barber, with only a company, held their 
fate in his hands. Encirclement threat. 
ened him; he was ordered to withdray. 
But he asked permission to stay. and for 
five zero-cold days the company held the 
pass against attack. The Major, badly 
wounded, was carried about on a stretcher 
to direct defense. When relief came, only 
eighty-four men could walk away. But 
Major Barber’s action had been decisive 
in saving a division. 

“T know.” says Major Barber, “that you 
at home realize what hard jobs our sons 
and brothers are doing in America’s armed 
forces. Maybe you haven’t realized that 
you're helping those men—whenever you 
invest in U. S. Defense Bonds. True, Bonds 
are personal financial security for you. But 
they also strengthen our economy —to pro 
duce the good arms and food and medical 
care that make our men secure.” 


Peace is for the strong! 
For peace and prosperity save with 


U.S. Defense Bonds! 


Now E Bonds pay 3%! Now, improved 
Series E Bonds start paying interest after 6 
months. And average 3% interest, compounded 
semiannually when held to maturity! Also, 
all maturing E Bonds automatically go o 
earning—at the new rate—for 10 more years 
Today, start investing in Series E Defense 
Bonds through the Payroll Savings Plan. 


The U.S. Government does not pay for this 

advertisement. It is donated by this publice 

tion in cooperation with the Advertisint 

Council and the Magazine Publishers 4 
America. 
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Further, the author has collected for ac- 
countants definitions of terms used by other 
professions and businesses with which they 
often come into contact. Pertinent phrase- 
ology used by bankers and other credit ex- 
ecutives, engineers, economists, lawyers, 
statisticians, insurance executives, and others 
is explained. 

\n accountant should now be able to 
quickly determine what is meant by C&F 
CIF, and FAS, the terminology used to de- 
note billing terms in import and export 
trades. The banker’s and credit executive's 
phrases “above the line” and “below the line” 
are explained for the accountant who hears 
them for the first time. Illustrations of just 
a few of the many other expressions used by 
others, and as to which the accountant may 
have to be informed are: ‘blotter’, ‘bill of 
exchange’, ‘bailment’, ‘hedge’, ‘index num- 
ber’, ‘logarithm’, ‘parity price’, ‘prospectus’ 
‘revenue bond’, ‘retrospective rating’, and 
‘cremation certificate.’ 

The author also renders a very valuable 
service to those who deal with accountants 
or have occasion to read accountants’ reports. 
Those who are mystified by, or uninformed 
as to terms such as accrual, contingent lia- 


bility, accounting principles, depreciation, 
surplus, balance sheet, etc., will find explana- 
tions of these and many other accounting 
expressions that are commonly misunder- 
stood or misapplied. Practicing accountants 
and students may also find it helpful to scan 
the explanation of an accounting term which 
they may not have heard before, or as to the 
meaning of which they are in doubt. 

One will find more than definitions of 
words and phrases; some subjects have re- 
ceived fairly complete though concise treat- 
ment. For example, there is an explanation 
of ‘consolidation policy’, an extensive discus- 
sion of ‘accounting principles’, and virtually 
a treatise on the various depreciation policies 
in effect under the caption ‘depreciation 
method.’ Source material is freely quoted to 
aid in further research where desired; and 
forms are submitted as illustrations where 
helpful. 

There are 2275 terms in this dictionary. 
Certain of the explanations are very concise, 
others are extensive, covering several pages. 
Some of the material dealing with non- 
accounting items is excessively technical and 
appears not to have been written for account- 
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funds, trustee funds, funds for deprecia- 
tion, self-insurance funds, reserves for 
taxes, lease deposits, etc. 
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ited semi-annually.) To conserve divi- 
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ants particularly. However, the author in 
his foreword very frankly points out that 
the first edition of his dictionary is a tenta- 
tive one and that it undoubtedly has its 
shortcomings. The treatment of the non- 
accounting material is one of the conditions 
which could eventually be improved. 

The dictionary does not displace any books 
on accounting subjects. It is merely a con- 
venience to accounting practitioners and stu- 
dents, and to other professionals and business 
executives, that makes it possible for them 
to easily obtain authoritative, condensed ex- 
planations of accounting terms and expres- 
sions. Moreover, the accountant can readily 
ascertain the meaning of phrases common to 
others, which concern him. It is a desirable 
addition to every accounting office and 
library, and even the first edition will have 
lasting value. 

Max BLock 
New York, N. Y. 


Accounting for Inflation 


A study of techniques under conditions of 
changing price levels. By the Taxation 
and Research Committee of The Associa- 
tion of Certified and Corporate Account- 
ants. GEE AND COMPANY (PUBLISHERS) 
Limitep, London. -E.C. 2, 1952. Pages: 
149; post free (abroad) 15/10. 


This book considers the problem of the 
adequacy of the existing accounting treat- 
ment of the depreciation of fixed assets and 
of the valuation of merchandise inventories 
under inflationary conditions. 

Chapter I discusses current practice with 
respect to (1) depreciation as a cost and 
(2) inventory pricing and valuation. Tax 
implications are stated; also, the effects upon 
the financing of replacements and on_ the 
interpretive value of the accounts. Chapter II 
examines more closely into the financial 
problem in its statistical setting. Chapter III 
restates the orthodox position, as well as its 
underlying theoretical basis. 

In Chapter IV, the authors review several 
viewpoints on the replacement cost approach 
(anticipated cost, purchasing power, and 
current cost) as a basis for the subsequent 
presentation of their methodology with re- 
spect to fixed assets (Chapter V) and in- 
ventories (Chapter VI). The outlined tech- 
nique is then evaluated by them in Chap- 
ter VII. 

An Appendix describes the current situa- 
tion in eight countries, including the United 
States, with respect to the effect of inflation 
on accounting techniques and company 
(corporate) taxation. A select bibliography 
completes the work. 

This most interesting treatise is a very 
valuable contribution to the current literature 
on this important problem. 
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Financial Statements for Life 
Insurance Companies 
By Epwarp J. Matton, C.P.A 
This paper indicates certain peculiarities in life insurance accounting, 
as distinguished from commercial accounting. It also summarizes 


the changes recently made in the annual statement required to be 
filed by all life insurance companies. 





Starting last year, 1951, every life 
insurance company licensed to do busi- 
ness in the United States had to report 
its operation for the year and its status 
as of December 31 on a new form of 
statement prescribed by governing 
authorities. This changeover was rather 
remarkable for a number of reasons. 

1. The new form of statement did 
not create even a ripple in accounting 
circles although the industry of life in- 





[pwarD J. Matton, C.P.A. is a 
member of the Committee on Insur- 
ance and Agency Accounting of the 
New York State Society of CPA’s. 
He is a graduate of Fordham Uni- 
versity (B.S.) and City College 
(M.B.A.), and has taken graduate 
courses at Duke University in gov- 
ernment fiscal accounting. He teach- 
es accounting at Pace College and is 
the assistant controller of The Guard- 
ian Life Insurance Company of 
America. 











surance represents assets of over $68 
billion and insurance protection of over 
$253 billion.! 

2. The regulations came not from a 
single governing authority but they 
came from each of the 48 states and 
the District of Columbia. 

3. The new form of statement is a 
radical change from the form used by 
the reporting life insurance companies 
for the preceding seventy-five years. 
Strangely enough the contents of the 
form were altered very slightly in the 
transition. 

An explanation of the first two points 
and an exposition of the statement to 
clear the third point may be of interest 
to the readers. The interest should be 
aroused not only because of the account- 
ing involved but also because each 
reader probably owns a life insurance 
policy. Furthermore if the policy is 
issued by a mutual company, then the 
reader is a part owner of that life insur- 
ance company. 


1 Life Insurance Fact Book 1952, Institute of Life Insurance. 
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Accounting Personnel 


Noted as point number one was the 
almost complete lack of interest on the 
part of the accounting profession. The 
main reason for this is that only a 
small minority of accountants ever have 
an opportunity to participate in an 
examination of a life insurance com- 
pany. This is not to say that public 
accountants are not employed by the 
companies. They are. The extent of 
such employment varies extremely from 
company to company. Some companies 
never have outside auditors ; reliance is 
wholly on their own internal auditors, 
if any, and the examinations of the 
states’ insurance departments. Going 
hack a number of years to the hearings 
before the Temporary National Eco- 
nomic Committee, it was determined 
that half of the twenty-six largest life in- 
surance companies in the United States 
never engaged independent public ac- 
countants.2 Other companies not only 
engage public accountants, but in at 
least one company the accountants 
are selected by a committee of policy- 
holders. 

In a great many companies, espe- 
cially here in the east, the general direc- 
tion of the accounting of the companies 
and the preparation of accounting 
statements is by an actuary and not by 
an accountant. The reason for this sit- 
uation and the lack of outside public 
auditors is partly historical. Sometimes 
it is forgotten that the professional 
status of accountants in the United 
States is of comparatively recent 
growth. Years ago when accounting 
had to be done or statements had to be 
prepared, it was logical to place the 
under the direction of 
someone who understood figures. That 
person certainly was the actuary as far 
as life insurance companies were con- 
cerned. In many companies this situa- 
tion has continued. This is not true in 
all companies. Some companies have 
trained accountants or actuaries turned 


responsibility 


i] 


Hearings Before The Temporary Nati 


28, pages 15433-4 of the report. 
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accountants. Even where the direction 
of accounting is under actuarial control, 
the supervising actuary, of necessity, 
has learned accounting at least as far as 
life insurance is concerned. Such an 
actuary probably soon discovers that he 
must devote his full attention either to 
his actuarial or accounting functions. 
Not only is it difficult to span two pro- 
fessions but more and more specializa- 
tion within a profession seems required. 
Another reason, other than _histor- 
ical, for the comparatively few trained 
accountants doing the accounting in 
life insurance companies is the type of 
liabilities that life insurance companies 
have. The bulk of the liabilities con- 
sists of “reserves” for which actuarial 
calculations are required. This term 
“reserves” will be explained later as it 
has a meaning quite distinct from the 
meaning in commercial accounting 
which indeed is varied enough. This 
reason which is persuasive seems to be 
the least valid of all. Accountants, 
whether public or private, for a long 
time have relied on other professions 
for a determination of value either for 
an asset or liability. The engineer is 
consulted on the physical value of a 
property, the lawyer on the legality ofa 
bond issue, and certainly the actuary 
would be consulted on the insurance 
reserves required to be set up as a liabil- 
itv. As a matter of fact that is exactly 
what happens when the insurance 
examiners comment on the reserves or 
the asset value of a piece of real estate. 
They state that the reserves are ade- 
quate according to the Actuarial 
Bureau of the Insurance Department, 
or the valuation of real estate is correct- 
ly stated according to the Real Estate 
Bureau of the Insurance Department. 
This section on accounting personne! 
has heen included as a possible explana- 
tion of the peculiarities of some princi- 
ples governing life insurance account- 
ing. Those of you who are all ready to 
form a committee on cooperation of 


mal Economic Committee March 1, 1940, part 


February 





















19 





1on 


yTO- 
iza- 
red. 
tor- 
ned 
in 
= of 
nies 
con- 
trial 
erm 
AS it 

the 
iting 
This 
o be 
ants, 
long 
sions 


r for 





Financial Statements for 


CPA’s with actuaries may relax. As 
far as internal accounting is concerned, 
the complexities of the many problems 
are developing accountants whether 
thev are called by that name or are 
called actuaries. More and more of 
them are subscribers to accounting pub- 
lications and in many cases members of 
accounting societies. As far as public 
accountants are concerned, the services 
which the CPA’s can contribute are 
slowly being appreciated. I believe that 
soon it will be an unusual situation for 
a life insurance company not to have its 
operations and its condition examined 
by certified public accountants. 


Comparison of Life Insurance 
Accounting with Conventional 
Accounting 

Life insurance accounting is a special 
division of accounting. It has its own 
terminology; for example, a reserve 
and dividend in insurance accounting 
have different meanings than those we 
understand in commercial accounting. 
In a paper like this, it is possible only 
to give some of the major differences 
without inquiring too deeply into the 
reasons for the differences which were, 
however, indicated in the previous sec- 
tion. The term “conventional account- 
ing” is used as a basis for comparison. 
It is appreciated that there are great 
variations in accounting between indus- 
tries which can be covered by that term. 
Furthermore, even within an industry 
there are considerable differences in ac- 
counting. Nevertheless, most of the ter- 
minology used in conventional account- 
ing is based upon the Accounting Re- 
search Bulletins published by the Amer- 
ican Institute of Accountants. 

Assets. This word appears in both 
insurance and conventional accounting 
and fundamentally means the same, i.e., 
resources such as cash, investments, 
ete. 

Ledger Assets. This term is used in 
insurance accounting and means assets, 


Life Insurance Companies 


a record of which is kept in an account 
in the ledger or is controlled by an ac- 
count in the ledger. In conventional 
accounting all assets usually are kept in 
that manner. As we shall see, only 
some of the assets of a life insurance 
company are so kept. 


Non-Ledger Assets. In insurance 
accounting, this term means assets 


which are not recorded in a ledger or a 
subsidiary ledger controlled by an ac- 
count in the ledger. These assets are no 
less valuable than ledger assets. They 
are non-ledger because usually there is 
no formal entry in an account. Period- 
ically, when required, the value of these 
assets is determined by inventory. The 
basis for the inventory may be a 
memorandum record or a calculation. 
An example of the type of asset which 
would appear as “non-ledger” is “In- 
terest Due on Bonds.” Some life insur- 
ance companies do make formal entries 
but the nomenclature of non-ledger 
assets still is observed to indicate this 
class of asset. This term does not ap- 
pear in conventional accounting. 

Non-Admitted Assets. In insurance 
accounting, this term means assets 
which are included in the ledger and 
non-ledger assets but which are not 
acceptable as being admitted or valid. 
The reason for so classifying an asset 
may be a regulation of the Insurance 
Department or a decision of the life in- 
surance company. The deduction of 
non-admitted assets gives approximate- 
ly the same effect as when a valuation 
account is used in conventional account- 
ing. 

Admitted Assets. They are the total 
of all ledger and non-ledger assets less 
the total of non-admitted assets. 

Liabilities. This word appears in 
hoth insurance and conventional ac- 
counting and fundamentally means the 
same, i.e., an obligation or debt such 
as salaries due or accrued.* Relatively 
few life insurance companies keep lia- 
bility accounts on the books of the com- 


3 See Research Bulletin #9 for a technical definition. 
4 See Research Bulletin #9 for a technical definition. 
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pany. When required they are derived 
in the same way as non-ledger assets, 
by inventory. 

Policy Reserves. The — greatest 
amount of the liabilities consists of 
these reserves. They are determined by 
the actuaries based upon the types of 
policies issued. They are “the funds 
earmarked by the life insurance com- 
panies for the fulfillment of their obii- 
gations to policyholders. At any given 
time the amount set aside in these 
reserves is sufficient, with future pre- 
miums and interest, to take care of 
these obligations as they come due. 
The maintenance of these reserves is 
necessary for actuarial soundness, and 
is required by law. This is why policy 
reserves are frequently known as ‘legal 
reserves’ ”’.5 Despite the valiant attempt 
of the Committee on Terminology, in 
conventional accounting the term re- 
serve still is used in a variety of differ- 
ent senses.® In banks, the term may be 
an asset as a deposit kept in a reserve 
bank. The same word also is used to 
indicate a deduction from an asset, e.g., 
reserve for bad debts. Finally reserve 
also is used in conventional accounting 
to mean a liability or part of the sur- 
plus. 

Other Liabilities. Without going 
into a detailed description of each of 
the other liabilities of a life insurance 
company, it may be stated that they are 
approximately the same as in conven- 
tional accounting. Unlike assets, the 
words ledger, non-ledger and admitted 
do not modify liabilities in insurance 
accounting. As stated liabilities usually 
are not entered in the books at all. 

Surplus. This word appears in both 
insurance and conventional accounting. 
Essentially it is the balance of the net 
profits, income and gains of a company 
from the date of its existence.’ In a 
mutual life insurance the surplus is en- 
tirely for the protection of the policy- 
holders. 


5 Life Insurance Fact Book, 1952. 


Form of Presentation. There is a 
wide difference in form between insur- 
ance and conventional accounting. In 
insurance accounting there is no dis- 
tinction between current and _ fixed 
assets. The reasons are the require- 
ments of the state insurance depart- 
ments and also the very nature of the 
business where such a distinction would 
have little meaning. 

Miscellaneous. Other words have a 
particular meaning in life insurance 
accounting. Premiums are the cost to 
the policyholder for his insurance pro- 
tection. Dividends are a return of part 
of the premiums received by the life 
insurance company and not a distribu- 
tion of profits as in conventional ac- 
counting. 


Regulatory Body 

As previously explained, part of the 
reason for some of the forms and ac- 
counts used by life insurance companies 
is their desire to comply with the laws 
which govern them. Each state has its 
own insurance laws. Considering that 
many companies operate in all the 
states, chaos would seem to be the result 
of trying to comply with all the laws. 
Strangely enough such is not the case. 
All states have a Commissioner of [n- 
surance or his equivalent. Representa- 
tives of these officials meet during the 
year and strive for uniformity of admin- 
istration. Although the laws of the 
various states vary slightly, they are 
uniform enough so that an examina- 
tion of a company by one or more states 
is accepted by all. Like the National 
Conference of Commissioners on Uni- 
form States Laws which came into exis- 
tence in 1894, and which is responsible 
for the Uniform Negotiable Instrument 
and other acts, the National Associa- 
tion of Insurance Commissioners have 
been meeting since 1871 on a voluntary 
basis and its achievements also have 
been tremendous. 


6 See Research Bulletin #34 for a technical definition. 
7 See Research Bulletin #9 for a technical definition. 
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The examinations of the insurance 
companies usually are done by mem- 
bers of the staff of the insurance depart- 
ment or by public accountants or con- 
sulting actuaries retained by the state 
for that purpose. These examinations 
are performed periodically, at least once 
every three years, which is the rule in 
New York State. The fees for the 
examination, which are quite reason- 
able for the scope of work per- 
formed, are paid directly by the com- 
pany examined. In addition to the tri- 
ennial examination, the regulatory 
bodies receive from the life insurance 
companies quarterly and annual reports 
which serve as a basis for an office re- 
view. The annual report is in the form 
of the annual statement which is dis- 
cussed in some detail later. 

So far there is not a uniform method 
of accounting prescribed for life insur- 
ance companies. One section of the 
accounting, however, is covered by reg- 
ulations. That section has to do with 
real estate purchased for investments 
which includes the recently popular 
type of “buy-lease” arrangement. For 
this asset the insurance law in New 
York State specifies that the Superin- 
tendent may prescribe a uniform classi- 
fication of all items of investment, in- 
come and expense, and a_ uniform 
method of reporting such operations.§ 
This has been done by Regulation 28 of 
the Insurance Department. The regu- 
lation gives a fairly detailed description 
of the type of accounting which is re- 
quired. It is believed that such uni- 
formity will be extended in the future 
to cover all accounting activities of life 
insurance companies. Indeed, a bill was 
introduced in the last session of the 
New York State Legislature to give 
the Superintendent that power. Wheth- 
er such regulations are required is 
beyond the limits of this paper. It may 
be mentioned, however, that unlike 
public utilities there is strong competi- 
tion between all companies which tend 
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to keep the expenses down. The present 
insurance law in New York State 
(Para. 70) already states which assets 
may be admitted and gives the Superin- 
tendent of Insurance broad powers in 
such determination. The same law 
(Para. 207) also states what the maxi- 
mum amount of the surplus may be.’ 
Finally, the insurance law (Para. 217) 
states that “every life insurance com- 
pany doing business in this state shall 
conform substantially to the form of 
statement adopted for such purpose by, 
or by the authority of, the National 
Association of Insurance Commis- 
sions...” 


The Statement and Instructions 


The blanks which are used by the 
life insurance companies for their an- 
nual statements, are furnished by each 
of the states in which the companies do 
business. In size the blank is rather 
formidable looking as it measures a 
little over a foot and a half by a foot. 
The main part of the statement consists 
of seventeen pages. The second part 
contains the number of pages which are 
required to list all the schedules and 
which is dependent on the size of the 
company. Permission is granted to the 
companies to use their own blanks pro- 
vided they conform to the official blanks. 
Most of the companies take advantage 
of this privilege. 

The instructions on the use of the 
blanks are on sheets measuring about 
the same size as the blank and consist 
of eight pages. The instructions go 
into considerable detail—so much so 
that it would appear that if all the 
companies filled out the blanks prop- 
erly, all would be on the same basis 
for comparison. It will be seen that 
this is not so because the instructions 
still are subject to different interpreta- 
tions. In fairness to the authors of 
the instructions it should be mentioned 
that there is a foreword which states 


5 New York State Insurance Law, Section 81-7(h). 
9 The limitations on surplus is $750,000, or 10% of the policy reserves and liabilities, 


whichever is greater. 
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“It is expected that they (instructions ) 
will be modified as experience with 
the revised blank is evolved.” After 
the statements have been reviewed and 
the companies have been examined, it 
is supposed that there will be more 
uniformity of interpretation. 

Page one of the annual statement 
contains the date of the statement, the 
name and address of the company, the 
names of the principal officers and the 
names of the directors or trustees. 
Pages two and three are very similar 
to the balance sheet used in conven- 
tional accounting. Page four gives a 
good approximation of the income 
statement and a_ surplus statement 
which are familiar to all. Pages five 
and six give an analysis of operation by 
lines of business and an analysis of 
policy reserve increases during the 
period covered. Pages seven through 
fourteen consist of exhibits supporting 
the balance sheet, income statement or 
other exhibits. Pages fifteen and six- 
teen show some statistics regarding 
the business. Page seventeen contains 
a list of questions such as whether the 
company is a mutual company. In 
explaining the statement and the ac- 
companying instructions, the order of 
the instructions will be followed. 
General. 

As the name implies, these instruc- 
tions are of a general nature such as 
the date of filing, the requirement that 
the name of the company must appear 
at the top of all pages, exhibits and 
schedules. 


Assets—Page Z. 

This part with the “Liabilites, Sur- 
plus, And Other Funds” comprise the 
balance sheet of the statement. It is 
a strange type of balance sheet for those 
of us who are accustomed to the con- 
ventional type. There is no separation 
of current and fixed assets. There is. 
however, a division between cash and 
invested assets and all other assets. 
The first group includes bonds, stocks, 
mortgages, real estate, policy loans, 
premium notes, collateral loans, cash 
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and bank deposits. The second group 
includes amounts recoverable from re- 
insurers (another company which as- 
sumed part of the risk), life insurance 
premiums and annuity considerations 
deferred and uncollected, accident and 
health premiums due and unpaid, in- 
terest and other investment income due 
and accrued. There are a number of 
blank lines for the use of the reporting 
company to include any other asset 
which is not printed. 

The instructions are very brief. The 
reason for this is that most of the ac- 
counts are brought over from schedule 
or are self-explanatory. Before leaving 
this section, it should be mentioned that 
the type of investment is closely regu- 
lated and that the value allowed to be 
shown on the statement is closely 
checked by the personnel of the various 
state insurance departments. 


Liabilities, Surplus, and 

Other Funds—Page 3. 

Similar to the assets, there is no 
division between current and _ fixed. 
There are separate lines to show lia- 
bilities or reserves for the policies and 
contracts and to show liabilities for 
commissions and other expenses. Many 
of the liabilities are supported by ex- 
hibits. The surplus section is divided 
into special surplus funds and un- 
assigned surplus, both of which are 
added to give a grand total for surplus. 
If the company is a stock company, 
the amount of paid up capital also is 
shown in this section. Again there are 
a number of blank lines provided so 
that the company can show items which 
are not printed on the form. 

The instructions consist mostly of 
telling the insurance company to in- 
clude as a liability any item for which 
there is a possibility that it may be an 
expense or payment. The instructions 
tend to make the statement very con- 
servative. For example, amounts owed 
to agents must be shown as a liability 
but amounts owed to the company by 
agents cannot be shown as an asset. 
There is also a special instruction that 
these two items cannot be shown as 
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net. The instructions also state that 
the special surplus funds are voluntary 
and general contingency reserves and 
not liabilities. 

Summary of Operations—Page 4. 

This is on an accrual basis and is 
a type of income statement. As stated 
earlier, most of the companies keep 
their books on a cash basis. When an 
accrual statement is required, an in- 
ventory of many items must be taken. 
Many of the accounts shown on this 
summary refer to exhibits. As we 
shall see, these exhibits in turn refer 
to the books of the company for the 
cash items and to the inventories for 
the accruals. The first part of the sum- 
mary, lines 1-7, gives a total of all 
income from premiums, investment in- 
come, capital gains and other classes 
of income. The second part, lines 8-20, 
lists all payments on the policies or 
contracts such as for death benefits, 
matured endowments, surrender bene- 
fits and increases in policy reserves. 
The third part of the summary, lines 
21-26, lists the general expenses such 
as for commissions, taxes, net capital 
losses, etc. Line 27 shows the total 
of all payments of the amounts shown 
in parts 2 and 3; line 28 shows the 
net gain from operations before divi- 
dends to policyholders and is the differ- 
ence between the total income as shown 
in part 1 and the total disbursement as 
shown on line 27. The fourth part of 
the summary gives the disposition of 
the net gain as a dividend to the policy- 
holders or a transfer to surplus. 

The instructions are brief as the 
items which might be questionable are 
brought forward from exhibits and are 
covered there. One notation might be 
of interest and that is that some of the 
items may be either positive or negative 
on the summary. 


Surplus Statement—Page 4, bottom. 


The surplus as at the end of the 
prior year is shown. To this is added 
the net gains from operations after 
dividends to policyholders, capital gains 
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affecting surplus, paid in surplus and 
any other items which increase surplus. 
From this is subtracted any dividends 
to stockholders, if a stock company, 
capital losses affecting surplus, and any 
other items which would decrease sur- 
plus. The final amount is the surplus 
as at the end of the current year. 

Analysis of Operations by Lines 

of Business—Page 5. 

This is similar to the Summary of 
Operations. The purpose of this analy- 
sis is to allocate income and expenses to 
the various lines of business which are 
carried by the company, such as life, 
annuities, accident and health. 
Analysis of Increase in Reserves 

During the Year—Page 6. 

Columns are provided for the various 
risks such as for life insurance, dis- 
ability, annuities, etc. The first amounts 
are the reserves as of the end of the 
previous year. To these are added or 
subtracted certain amounts which are 
supposed to reflect certain changes on 
the reserves. This analysis is prepared 
by the actuaries and is somewhat theo- 
retical. 

Evhibits. 

The addition of a number of exhibits 
in the new statement form is the reason 
that it appears to conform so closely 
to the statement used in conventional 
accounting. Various terms which were 
discussed, such as ledger, non-ledger, 
and not admitted assets, now appear 
only in the exhibits. 

Exhibit 1. 

This exhibit is divided into two parts. 
Part 1 contains the premium income. 
This income is derived from the books 
of the company (collected during year ) 
and usually from an inventory of the 
individual policy record cards for de- 
ferred and uncollected items. There 


are columns provided so that the in- 
come can be distributed by lines of 
business carried by the company. The 
totals are brought forward to the Sum- 
mary of Operations. 
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Part 2 of the exhibit contains an 
unrelated mixture of dividends applied, 
reinsurance ceded and commissions in- 
curred. The dividends applied section 
refers to another exhibit (#7) and 
seems redundant. Its purpose here, 
however, is to show a distribution of 
the dividends by lines of business. The 
section containing the reinsurance 
ceded shows the premiums paid to 
other insurance companies to share in 
certain risks. The section containing 
information on commissions is a break- 
down of the commissions paid for var- 
ious lines of business and is further 
divided into first year, single and re- 
newals. 


Exhibit 2. 

In addition to receiving premiums 
as income, there is considerable income 
from the money invested by the life 
insurance company. This exhibit is a 
summary of the net investment income 
onan accrual basis. The first line shows 
the total of interest, dividend and real 
estate income with a reference to Ex- 
hibit 3 for details. The amounts shown 
on lines 2, 3 and 4 are deductions for 
investment expenses, taxes, licenses, 
fees and depreciation. Again reference 
is made to other exhibits for details. 
The net investment income is carried 
forward to the Summary of Operations. 
Exhibit 2 also contains the ratio of 
net investment income to mean assets in 
accordance with the directions given in 
the instructions. 


Exhibit 3. 

This exhibit gives the details for the 
investment income on line 1 of Exhibit 
2. Itemized are amounts to show in- 
terest on bonds, dividends on stocks, 
interest on collateral loans, mortgage 
interest, real estate income, interest on 
premium notes, interest on policy loans 
and liens, and interest on bank de- 
posits. In most companies only part 
of this information (amounts collected 
during the year) is taken from the 
books of the company. The unearned, 
due and accrued items usually are 
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memorandum entries for the annual 
statement only. In this exhibit the term 
non-admitted is used. As previously 
explained, non-admitted or not ad- 
mitted is essentially a valuation amount. 
As the instructions point out, this 
amount should include “any deduc- 
tions or exclusions such as investment 
income overdue more than a certain 
period”. 


Exhibit 4. 

This exhibit provides for an analysis 
for the capital gains and losses on in- 
vestments. Columns are provided to 
show the increase or decrease in the 
book value of the assets, to show the 
profit or loss on sales, to show the net 
gain or loss from changes in difference 
between book and admitted values and, 
finally, to show the final gain or loss 
for each asset. 


Exhibit 5. 

Although many attempts have been 
made, and for some companies with a 
fair degree of success, the industry of 
life insurance is far short of a good 
cost system. To remedy this situation 
somewhat, the instructions are quite 
detailed for this exhibit of general ex- 
penses. Besides the item column, four 
columns are provided. The item col- 
umn lists all the types of expenses such 
as rent, salaries, wages, etc. Columns 
1, 2, 3, and 4 are used, respectively, to 
provide for an allocation of expenses 
to life, accident and health, investments, 
and finally to provide a total for each 
item. No one method is required to 
be used for the allocation but the de- 
partment is trying to determine such a 
method. 

It may be of interest to note that 
one of items of expenses which is listed, 
is “Auditor’s Fee.” This is the first 
time such a line appeared on the official 
statement and its use is still optional. 


Exhibit 6. 
This exhibit is similar to Exhibit 5 
except that it lists taxes, licenses and 
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fees. Both of these exhibits contains 
lines to show unpaid items as at the 
end of the current and previous years, 
so as to place the exhibits on an accrual 
basis. As discussed, most companies 
make an inventory of these unpaid 
items as they do not appear on the 
books. 

Exhibit 7. 

This exhibit gives a breakdown as 
to how the dividends were paid. These 
are dividends to policyholders who 
may take them in cash, leave them to 
accumulate at interest, apply them to 
pay the premium, or use them in a 
number of other ways. 


Exhibits 8,9 and 10. 

These exhibits contain a detailed 
classification of the reserves. The total 
of these reserves comprises the largest 
class of liabilities. The determination 
of the amounts is done by actuaries. 


Exhibit 11. 

Here are listed by class of business 
the claim liabilities as at the end of 
the current year and the amounts in- 
curred during the year. Claims for 
accident and health policies are not 
included. 


Exhibit 12. 

This exhibit is called “Reconciliation 
of Ledger Assets.” Essentially it is a 
trial balance of the ledger. All items 
increasing or decreasing the ledger as- 
sets are shown. 


Exhibit 13. 

All the assets of the company are 
listed in this exhibit. Columns are 
provided for ledger assets, non-ledger 
assets, not admitted assets, and net ad- 
mitted assets. 

Exhibit 14. 


This is an analysis of non-admitted 
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assets and related items. It lists these 
items as at the end of the previous and 
current years. A column also shows 
the net changes between the years. 


Statistics. 


Pages 15 and 16 of the statement 
show the amounts and numbers of 
policies and annuities. Columns are 
provided for classification by whole life, 
term, etc. An analysis shows the num- 
bers as at the beginning of the year, 
the activity during the year and the 
number at the end of the year. 


General Interrogatories. 


Page 17 lists questions which the 
company must answer. Included are 
such questions as to whether the com- 
pany has shown all transactions, lia- 
bilities, etc. 


Schedules. 


The life insurance companies must 
list in considerable detail all their assets 
in schedules provided by the insurance 
departments. In addition other sched- 
ules are required. These include sched- 
ules listing payments made to certain 
individuals, vendors and for legal fees. 
For companies doing business in New 
York State, a schedule also is required 
to show that they have complied with 
the legal limitations on expenses. 


Conclusion 


The only purpose of this paper is to 
indicate certain peculiarities in life in- 
surance accounting. Also presented 
was a summary of the recent changes in 
the annual statement which must be 
prepared by life insurance companies. 
The insurance commissioners of the 
various states are charged with grave 
responsibilities to protect the policy- 
holders. They cooperate very closely 
with committees formed by life in- 
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surance companies so that the affairs of 
the companies can be reviewed intelli- 
gently. It is believed that the recent 
statement is a good step in that direc- 
tion. 

For a scholarly presentation of the 
history and background of certain re- 


quirements and for a thorough review 
of life insurance accounting, reference 
should be made to “Life Insurance 
Statements And Accounts” by E. C., 
Wightman (Published by Life Office 
Management Association, N. Y. C., 
1952). 


AN ADIRONDACK VIEW 


Economics. Not a very large word is it? 
t into all human activities the same as air gets into every possible space. Can 


to ge 


3ut it covers quite a large field. It seems 


you name any undertaking that doesn’t get mixed up with economics? We are not 


saying you can’t, we are just asking—you know, just wondering. 


The dictionary says it’s a science 





we wonder about that, too—what are the 


scientific facts of economics that you know? Can you get beyond the law of supply 
and demand? Do you have in your office library a book on economics? (Do I have 
one? Yes, sir; Seagers, published in 1913; the last time I blew the dust off of it must 
have been at least 10 years ago. Page 1, “Economics is the social science of business.”) 


Now, can you figure this one out in your head, or find the answer somewhere in 
a book? A man builds a nice house and it costs him $35,000; after he has it completely 
built he can sell it for only $15,000; has he lost $20,000? Has anybody lost $20,000? 


If so, who? Has the national wealth then decreased $20,000? 


I’m just asking; you ask some of your friends and, dollars to doughnuts, you'll 
start more arguments than you'll get acceptable answers. 
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Problems in Realizing Income as 





Long-Term Capital Gain 


By Martin Wotan, C.P.A. 


V ITH ordinary income taxed at a 

maximum of 92% and long-term 
capital gain taxed at a maximum of 
26%, the pressure on the professional 
accountant and tax man to work the 
miracle of conversion—from ordinary 
income to capital gain—has become 
very great. As a matter of fact, it is 
probably safe to say that one of the 
leading “industries” in the United 
States today is the one devoted to the 
task of manufacturing capital gains. 
A capsule review of a number of the 
classical attempts at conversion and 
the varying degrees of success en- 
countered may therefore prove inter- 
esting and, at least psychologically, per- 
haps profitable. In this connection, 
note that there is nothing inherently 
wrong in so arranging a transaction 
as to create long-term capital gain 
rather than ordinary income, provided 
that the steps taken are real and not 
fictitious or ephemeral. 

In principle, the problem of capital 
gains and losses is no different from 
any other tax problem of income or de- 
duction. Given the definition of “in- 
come” under the 16th amendment, it 
soon became clear that it was entirely 
a matter of Congressional policy to 
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determine what kind of income (within 
that definition) should be included or 
excluded—and to what extent, and 
what kinds of expenses or losses should 
be deductible from income—and_ to 
what extent, in arriving at the tax base. 
The obvious implication of this back- 
ground is that we must have a perennial 
tug-of-war concerning the items of in- 
come and deduction to be afforded spe- 
cial tax treatment. The problem then 
becomes one of setting the standards 
for special tax treatment. 





Policy 

Beginning as far back as 1921, a pet 
item has been the special treatment of 
capital gains and losses. This special 
treatment is based upon the following 
policy considerations : 


(1) It is unfair to recognize, as in- 
come in one year, increment 
which has accumulated over a 
number of years; and it is ad- 
ministratively inexpedient to 
spread and recognize (tax) the 
increment over the years, as ac- 
cumulated. 


“— 
bo 


Income from speculation must 
be distinguished from income 
from investment because (a) the 
former is in the nature of ordi- 
nary (earned) income whereas 
the latter is not, and (b) in fact 
may not be income at all. 


“a_“_- 
Ww 


Giving favorable tax treatment 
to capital gains justifies con- 
verse tax restrictions on capital 
losses, particularly when the 
taking of gains or losses is com- 
pletely within the control of 
taxpayer. 
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(4+) Retarded sales of property 
harms the economy, by prevent- 
ing the “free flow of capital in- 
to productive enterprises”, and 
harms the revenues, by decrease 
or instability. 


These policy considerations should be 
kept well in mind in connection with 
the problems we shall now discuss, if 
for no other reason than to observe 
how far afield the courts and legislators 
Mav go. 

You are all familiar, of course, with 
the capital gain and loss section of the 
Code, Section 117. The problems dis- 
cussed herein and the related court 
cases primarily revolve around literal 
or quasi-legislative interpretations of 
the basic statutory factors : definition of 
“capital asset”, of “property” within 
“capital asset”, of “sale or exchange” 
and of “trade or business.” 

The typical problem is the conver- 
sion of compensation for personal serv- 
ices rendered. Such compensation of 
course is ordinary income. But if one 
can transform the income into a “thing” 
—into “property”, within the definition 
of capital asset, then conversion be- 
comes that much easier. Consider, for 
example, a book, a painting, a musical 
composition, a radio or _ television 
“package”, a patent, a contract, a 
theatrical production, a cartoon strip, 
or even corporate stock. 

Let us first discuss four such situa- 
tions where services are transformed 
into property : copyrights, patents, con- 
tracts and corporate stock. 


Copyrights 

The property which the amateur 
author, playwright or composer creates 
by his personal effort is the bundle of 
rights known as the copyright. Sale 
of only a portion of this bundle of 
rights, as in the Jrving Berlin! and 
P. G. Wodehouse? cases, is not con- 
sidered a sale for purposes of Sec- 


1 Jrving Berlin, 42 BTA 668 (1940). 
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tion 117 benefits. For example, sale of 
motion picture rights, only. The courts 
talk somewhat ambiguously of the con- 
tract being a “license” or “in the nature 
of personal services”, but are appar- 
ently thinking in terms of the legislative 
policy considerations outlined above. 

Sale of the entire bundle of rights, 
however, is considered a Section 117 
sale. Thus, by taking a position liter- 
ally outside the technical wording of the 
exceptions in Section 117, it was pre- 
viously possible for an amateur writer 
or other artist to create a long-term 
capital gain by holding the book or 
other artistic work for over six months 
and then selling it outright. Since the 
asset was not held “in the ordinary 
course of taxpayers trade or business”, 
it was a capital asset, despite the fact 
that it was the product of his personal 
effort. Probably the two best known 
and quite successful beneficiaries of 
this device were General Eisenhower 
(“Crusade in Europe’) and Kathleen 
Winsor (“Forever Amber’). 

Similar problems, in a slightly differ- 
ent field of endeavor, are illustrated by 
the sale several years ago of the Amos 
‘n Andy (Correll & Gosden) show and 
the Jack Benny show, the former pre- 
sumably successful in obtaining capital 
gain treatment, the latter not. The rea- 
sons for the apparent success of the 
former were three-fold: they were able 
to prove (1) the show (the package) 
was not held primarily for sale (but 
for performance), (2) the show pack- 
age was “property”—distinct and sep- 
arable from the owners, (3) the con- 
sideration was attributable to the prop- 
erty—no part was attributable to the 
personal services of the owners.@ 

The singer or musician is in a partic- 
ularly difficult position. Since the es- 
sence of his product is personal per- 
formance, his earnings are inevitably 
ordinary income. The recording artist 
is in a somewhat better position—since 
he transforms his personal services into 





2 Wodehouse v. Comm., 337 U. S. 369; rehearing denied, 338 U. S. 840. F 
2a The latter show appears to have come within the scope of an adverse ruling referred 
to later herein under the heading, “Corporate Stock. 
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property—the record. But normally he 
has no proprietary interest in the record 
and, in any event, how could he dis- 
associate himself from the property? 
Further, if he made his own records, 
they would probably be deemed to have 
been made “primarily for sale to custo- 
mers.” 

Section 117(a)(1)(c) and the con- 
comitant section 117(j) (1), enacted in 
1950, now specifically except from 
capital gain treatment copyright, liter- 
ary, musical or artistic compositions 
and similar property (radio programs, 
etc.) for a taxpayer (or a substitute, 
e.g., donee) whose personal efforts 
created such property. 

The exception to the effect of this 
section mentioned in the committee re- 
port should create some fascinating 
distinctions. The report states “the 
interest of a sole proprietor in such 
a business enterprise as a_ photo- 
graphic studio is not ‘similar prop- 
erty’ even though the value of the busi- 
ness may be largely attributable to the 
personal efforts of the sole proprietor.” 
How does one distinguish between the 
professional photographer and the pro- 
fessional, let us say, recording artist or 
painter. All need a certain amount of 
equipment. Is there a significant dif- 
ference between the painting and the 
photograph ? 


Patents 


The inventor of course, translates 
his personal services into property in 
the form of a patent and the problems 
are similar to but not the same, as for 
the copyright. Again, a taxpayer must 
sell the entire bundle of rights to qual- 
ify, but a sale of the entire rights in a 
part interest is acceptable, as is the 
computation of price according to units 
or royalties. The patent is not how- 
ever included in Section 117(a)(1)C, 
above noted, outlawing the copyright 
for this purpose. 

The Senate Committee report notes 
“the desirability of fostering the work 


3 General Artists Corp., 17 TC 1517. 
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of such inventions”, apparently in con- 
trast to the desirability of encouraging 
the more artistic endeavors—a rather 
interesting revelation in the light of 
current debate on materialistic philos- 
ophy. Philosophy notwithstanding, the 
truly amateur inventor should not find 
too much difficulty in obtaining capi- 
tal gain treatment on a sale of his patent 
and, indeed, the courts have generally 
strained to maintain the “amateur” 
status of the inventor despite facts 
which would appear to offer a contrary 
opportunity. In any event, if the tax- 
payer is deemed to be in the business 
of selling inventions, he still may be 
afforded the capital gain treatment 
under Section 117(j) for “depreciable 
property used in trade or business”, 
provided he avoids running afoul of 
“sale to customers in the ordinary 
course of business.” 


Contracts 

Contracts for the performance or 
non-performance of personal services 
are not considered capital assets; in 
fact, they are not considered “property.” 

On the other hand, the sale of an ex- 
clusive agency for leasing machines 
was held to be the sale of a capital 
asset, as was the surrender of an in- 
surance agency contract. A very cur- 
rent case ? involved the sale of Frank 
Sinatra’s contract with his booking 
agency, General Artists Corporation, 
to another agency, Music Corporation 
of America. It was held that this was 
not a sale of a capital asset, although 
the fatal defect (sale or capital asset ?) 
was not made very clear. 

It is interesting to note in passing 
that, where a covenant not to compete 
is not involved (payment for which is 
ordinary income), the sale of an ac- 
counting practice is considered to be 
the sale of goodwill and is taxable as 
capital gain. 

Assume a corporation is engaged as 
licensing agent for motion picture pro- 
ducers, and is entitled to a 20% com- 
mission on all licensing contracts. It 
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licenses a group of pictures to a tele- 
vision network for five years for a 
total sum of $1,000,000, payable over 
a two-year period. It thus becomes en- 
titled to an eventual $200,000 com- 
mission. Is the $200,000 accruable 
(realized) immediately upon the sign- 
ing of the contract? Is it deferrable 
over two, or five, years? Suppose the 
commission contract is sold to an out- 
side party. Does this result in capi- 
tal gain? Suppose it is distributed to 
stockholders in liquidation. Is this a 
capital gain? Double taxation—to cor- 
poration, then to stockholder? Sup- 
pose the value of contract is unascer- 
tainable—based upon future profits, 
etc.’ Suppose further agency services 
are necessary ? 

This type of problem, whose solution 
is related to the result in the Eubank 4 
and Horst? cases involving questions 
of assignment of future income, should 
also be carefully considered, as should 
Susan Carter® type cases, involving 
transfer of intangible assets (contracts ) 
to stockholders upon corporate liqui- 
dation, questions of taxability to cor- 
poration or stockholder, and treatment 
as ordinary income or capital gain. 

For those who are not familiar with 
the cases just mentioned, the Eubank 
case concerned an assignment by hus- 
band to wife of income the husband had 
already earned but had not yet re- 
ceived. The Supreme Court held the 
income taxable to the husband. In the 
Horst case, a taxpayer detached inter- 
est coupons from bonds he owned and 
transferred them to his son just prior 
to their maturity. The Supreme Court 
again held the interest taxable to the 
father, although received by the son. 
In the Carter case, a cash-basis corpo- 
ration was liquidated and accounts re- 
ceivable (for merchandise shipped and 
billed) were transferred to stockhold- 
ers. The corporation was held taxable, 
although the income was actually col- 
lected by the stockholders. 


The New York Certified Public Accountant 





Corporate Stock 


Suppose the artist transfers his prop- 
erty to a corporation for its capital 
stock. Will that be helpful? Probably 
not, as the identical problems discussed 
above would be involved and the cor- 
porate veils quite easily pierced. In the 
situation discussed above, Jack Benny 
had transferred his radio show to a 
corporation, Amusement [nterprises, 
Inc., in return for 60% of the capital 
stock and the sale in question was a 
sale of this stock not of the radio show 
itself. The Bureau’s ruling did not re- 
fer specifically to Benny but was a gen- 
eral rule intended to scotch reports that 
entertainers were rushing to set up cor- 
porations to sell their services as prop- 
erty. The ruling stated that “the tax 
effect of any business transaction is de- 
termined by its realities. Accordingly, 
proposals of radio artists and others to 
obtain compensation for personal serv- 
ices under the guise of sales of property 
cannot be regarded as coming within 
the capital gains provision of the 
Code.” This would be too obvious a 
loophole to Subchapter A, relating to 
Personal Holding Companies. 

This brings us to another phase of 
the same problem. Unless the taxpayer 
artist is one of the rarities who is not 
only in a very high income tax bracket 
but who, also, has substantial capital, 
he will find the classification of “Per- 
sonal Holding Company” too onerous 
to be of substantial practical value, and 
if that classification is not fatal, then 
the impact of Section 102 probably 
will be. 

If the “property” he transfers to the 
corporation is tangible, rather than a 
personal service contract, he will then 
face the spectre of the new collapsible- 
corporation Section 117(m) (which is 
discussed in detail in another paper to 
be presented in this forum group). It is 
noteworthy that Section 117(a)(1)C, 


4 Helvering v. Eubank, 311 U. S. 122 (1940). 
5S Helvering v. Horst, 311 U. S. 112 (1940). 
6 Comm. vy. Susan J. Carter, 9 TC 364; affd., 170 F 2d 911 (1948). 
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adding the new exception to the defini- 
tion of capital asset discussed above, 
does not apply to this situation, where 
property, tangible or intangible, is 
transferred to a corporation for its 
stock. Instead, the controlling section 
is 117(m). While the leeway in Sec- 
tion 117(m) is also extremely limited, 
it may be worthy of study in this con- 
nection. 

Of passing interest in this category, 
what of the lawyer or accountant who 
accepts stock in a newly formed cor- 
poration, in lieu of services. Assuming 
that he earns ordinary income to the 
extent of the fair market value of the 
stock, which then becomes his basis for 
future disposition, any gain on a future 
sale will undoubtedly be a capital gain. 

This concludes our discussion of the 
transformation of personal services into 
property and the effects thereof. We 
now turn to four situations where other 
forms of property, unrelated to per- 
sonal services, are involved. 


Short Sales 


It is one thing to obtain the benefit 
of long-term capital gain treatment. It 
is an entirely different matter to guar- 
antee your gain in a market during the 
six months waiting period. An ingeni- 
ous device to accomplish both objec- 
tives flourished prior to the 1950 
amendment, in the form of a short sale 
assuring gain and a deferred closing of 
the short sale until an original invest- 
ment in the same securities could be 
held for over six months. This too is 
no longer possible, under Section 
117(1). 


Inventory 

Suppose an individual owns inven- 
tories which have substantially appre- 
ciated in value. Sale in ordinary course 
will, of course, result in ordinary in- 
come. Instead, he transfers the inven- 
tory to a corporation for its stock (a 
non-taxable exchange) and then sells 
the stock. Under previous law, this 
produced a capital gain. Under the 
1951 amendment to Section 117(m) 
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(collapsible corporation), this is no 
longer possible. 


Life Estates 

The cases uniformly hold that a life 
estate is a capital asset and that a sale 
of a life estate, for example, by life 
beneficiaries of a trust to the remain- 
derman, results in capital gain, not 
ordinary income, even where, as would 
ordinarily be the case, the life estate 
has no cost basis. The courts speak of 
the assignment as a transfer of an in- 
terest in the trust assets, rather than 
“a mere assignment of the naked right 
to income.” The “property”, in other 
words, is the carved out portion of the 
total transfer, and the definiteness of 
the actuarial calculation of value is 
probably an important factor. 


Oil Wells 

The Regulations (29.23 (m)—16 
(b) (1)) grant an oil well “operator” 
the option to charge to expense or 
capitalize “intangible drilling and de- 
velopment expenditures” (wages, fuel, 
repairs, hauling, supplies) incurred by 
the operator himself or through a con- 
tractor, after 1942. An operator is de- 
fined as “one who holds a working in- 
terest or operating interest in any tract 
or parcel of land either as a fee owner 
or under a lease or any other form of 
contract granting working or operating 
rights.” 

For the taxpayer in exceedingly high 
tax brackets, this regulation creates a 
fair gamble for ultimate capital gain. 
For example, if taxpayer is in the 88% 
bracket, a $500,000 expenditure in 
drilling one development, if unsuccess- 
ful, will cost $60,000, as against the 
probability of striking a successful oil 
well, in the $500,000 drilling expense 
class, which can be retained for profit- 
able production subject to the very 
attractive depletion allowances or sold 
as a capital asset. 

Capital Losses 

A word about capital losses may not 
be amiss, with the similar problem in 
mind of converting the limited capital 
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loss to the fully deductible ordinary 
loss. 

The same general policy considera- 
tions outlined above motivated Con- 
gress in providing for losses as for 
gains. The legislative history is inter- 
esting. The 1921 Act permitted a net 
capital loss deduction in full. The 1924 
Act limited the deduction to 12%4% 
maximum, as for gains. During the de- 
pression years of the early Thirties, 
this deduction was widely used to offset 
ordinary income, since, although limited 
to 1214%, losses were so extensive as 
frequently to wipe out ordinary income 
in the highest brackets. The 1932 Act 
only partially corrected this by allow- 
ing short-term losses only to the ex- 
tent of short-term gains, but continued 
the limited (121%4%) long-term de- 
duction. The 1934 Act further limited 
the deduction to a maximum of $2,000. 
The 1938 Act segregated short-term 
and long-term transactions and main- 
tained that segregation. The 1942 Act 
segregated by holding period for maxi- 
mum rate only, provided for a five-year 
carryover, but for all other purposes 
abandoned the distinction. The 1951 
Act removed the 50% _ recognition 
feature. 

Under the loss category, let us finally 
discuss two situations: personal resi- 
dences and stock options. 


Personal Residence 


The classical illustration of the prob- 
lem of loss deduction concerns the sale 
of a personal residence (where a new 
residence is not purchased). The rules 
make a clean-cut distinction between 
the sale of a residence used as a resi- 
dence to the time of sale and the sale 
of a residence previously converted to 
rental or to other income-producing 
purpose. Since the former transaction 
was not “entered into for profit”, under 
Section 23 (e) a loss is not deductible 
at all, although gain is still taxable, as 
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capital gain. Where the residence is 
converted to income-producing pur- 
pose, however, the loss is deductible 
and in full. 

There still appears to be doubt in the 
cases where taxpayer abandons the 
residence and makes every effort to 
rent but is unsuccessful. If the reason 
for disallowance of a loss under sucl 
circumstances is evidentiary, that is 
understandable ; taxpayer hasn’t proved 
his transaction has been converted to 
an income-producing purpose. Other- 
wise, it would appear that taxpayer 
should at least have the benefit of an 
intermediate deduction, the capital loss 
deduction, since the property became 
investment property, no different from 
any non-productive property held for 
sale or rental at a profit. 


Stock Options 


Another illustration of the loss phase 
of the problem occurs under Section 
117 (g), wherein a loss attributable to 
the failure to exercise an option is con- 
sidered a short-term capital loss, re- 
gardless of the holding period. On the 
other hand payment in the form of 
“liquidated damages” for failure to ex- 
ercise an option has been held to be an 
ordinary loss. Perhaps the hurdle can 
be jumped. 


Conclusion 


Under the tremendous impact of the 
highest tax rates in our history, ordi- 
nary income dwindles to what must 
seem like nothing, particularly to the 
taxpayer whose income “bunches” un- 
duly in one year. The alleviation of tax 
afforded by Section 107 is so limited 
that efforts to reduce the impact by 
other means, within the sphere of “tax 
avoidance”, are inevitable. This dis- 
cussion has been an attempt to review, 
in brief, some of the history of such 
efforts made in the past, as a lead to 
the inevitable efforts of the future. 
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More Problems in Realization of Income 


as Long - Term Capital Gain 


By Avucustus Morris, C.P.A. 


Interest 

There is an often overlooked method 
of converting interest into capital gain. 
That is through the use of a discount 
bond. The ordinary interest-bearing 
obligation gives the creditor fully tax- 
able ordinary income in the form of 
regular interest payments. But the use 
of a discount bond—by which is meant 
a bond issued at less than par—can 
have a two-fold advantage to a cash 
basis creditor: 

1. Deferred income. The bondholder 
realizes no gain or loss until the bonds 
are redeemed or sold. There is no 
need to report the discount ratablv over 
the period of the loan. Thus, while he 
is getting the equivalent of income each 
year, no tax is due till some future date. 

2. Capital gain. When the bond is 
redeemed, the bondholder doesn’t have 
fully taxable income. Instead, the in- 
come is treated as long-term capital 
gain. 

The corporation is no worse off than 
if it had issued a regular interest- 
bearing obligation. Since the discount 
can be amortized over the period to 
maturity, the corporation gets the same 
deductions as if it had paid interest 
regularly. 
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Discount Can Cover All Interest 


In the common situation, there is a 
substantial interest payment and a mod- 
erate discount—a 4% bond may be 
issued at 90. To the extent of the dis- 
count there is a deferred income and 
conversion into capital gain. But the 
saving can be substantially increased 
if the bond is issued with no interest 
payments. The entire interest is then 
reflected in the discount which becomes 
a capital gain on maturity. If the 
bond provides for interest figured on 
a cumulative basis, the taxpayer not 
only defers the payment of any tax until 
maturity, but in addition has a higher 
amount of income than otherwise. He 
has interest compounded on the full 
amount of interest, not on interest less 
tax. 

If a person in the 40% bracket in- 
vests $10,000 in a 5% interest bearing 
bond and the yearly interest received is 
invested at 5%, he will (after taxes) 
have accumulated $1,590 of interest 
at the end of five years, $3,440 at the 
end of ten years. On the other hand if 
he invested in a cumulative 5% dis- 
count bond he would be entitled to 
$2,700 of “interest” at the end of five 
vears, $6,290 at the end of ten years. 
The amount due on the discount bond 
would still have to go through the 
wringer of a capital gains tax. How- 
ever, the levy could be small if the 
payments are received when the bond- 
holder’s income is at a low level be- 
cause of retirement, illness, ete. 


Staggered Maturity Dates 


The capital gains tax is a maximum 
ceiling not a minimum tax. It can be 
less than the present maximum of 26% 
(or 25% in future years) if the tax- 
payer’s top bracket is less than 52% 
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(or 50% in future years). If the bond 
maturities are “staggered” over a num- 
ber of years, spreading the realization 
of the gain over a number of years can 
further cut the tax burden. Take the 
extreme case of a married couple who 
are retired and over 65, and have no 
other income. They can realize a yearly 
gain of over $5,300 from redeeming 
discount bonds without being taxed on 
any income. Only half of the long-term 
capital gain would be taxable and they 
would have $2,400 of personal exemp- 
tion to offset it, as well as their de- 
ductions. 


Closely Held Corporations Can 
Also Get “Break” 


If the bondholder is also a_stock- 
holder who owns directly or indirectly 
more than 50% in value of the outstand- 
ing stock, the corporation may lose 
the deduction for amortizing the dis- 
count under the 2'%4-month rule (ac- 
crued expenses to cash basis taxpayers 
must be paid by 2% months after the 
end of the year). 

But the danger of being hit by the 
2'%-month rule doesn’t necessarily bar 
the use of these bonds for all small 
corporations. Many of them are owned 
by two or more persons so that no one 
stockholder has more than 50% of the 
corporate stock. 


Form of Bond Important 


In order to have any gain on re- 
demption of bonds treated as a capital 
gain, the obligation must be that of a 
corporation (or government or political 
subdivision) and be evidenced by a 
bond, debenture, note, certificate or 
other evidence of indebtedness with 
interest coupons or in registered form. 
It shouldn’t be a problem to make sure 
that the obligation meets this test. In 
one case, creditor’s notes which were 
numbered serially, and for which a 
record of noteholders was maintained 
by the debtor corporation, were held 
to be in registered form. 
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Treasury Attitude on Changing 

Interest to Capital Gain , 

The Tax Court and the Sixth Cir- 
cuit have allowed this method of con- 
verting interest into capital gain in the 
case of a non-interest bearing investor 
tvpe of certificate with an increasing 
redemption value. Although the Trea- 
sury acquiesced, it has informally indi- 
cated that it will limit its acquiescence 
to the specific type of investor certifi- 
cate involved in that case. However, 
as a matter of law, there appears to he 
no justification for this limitation. 

The Treasury’s attitude on discount 
bonds or notes is that on either a sale 
or redemption, the “earned” discount 
realized is in lieu of interest and there- 
fore is ordinary income. 


Non-discount Obligations Can 
Also Give Capital Gain 


If regular interest-bearing obliga- 
tions such as notes, etc., are owned 
with a basis of less than face value, 
the redemption of the obligation will 
result in ordinary income to the extent 
of the difference. However, there are 
two ways of having the income changed 
into long-term capital gain: 

1. Have the corporation convert the 
obligation into the required registered 
form before maturity. The subsequent 
redemption will then qualify the gain 
as a capital gain. The bonds don’t have 
to be in the required form either when 
originally issued or when purchased 
by the particular creditor. 

2. Sell the obligation to a third party. 
If the sale is made near maturity, the 
sales price will be approximately the 
same as the face value. Yet the proceeds 
will then receive capital gains treat- 
ment. The sale of a capital asset results 
in capital gain, while the redemption 
gives rise to ordinary income. 

The purchaser of the obligation suf- 
fers no tax detriment. His basis is the 
purchase price and the only tax he 
will have to pay will be on the relatively 
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small difference between the face or 
redemption value and the purchase 
price. 


Raise Sales Price, Lower 
Interest Rate 


Another means of converting interest 
into capital gains occurs when property 
is sold with payment to be made in 
cash plus notes, mortgages. etc. The 
interest received on the obligation is 
fully taxable ordinary income, even 
though the actual sale may have given 
rise to capital gain. 

To the extent that the interest pay- 
ments are reflected in a higher sales 
price, the result is to change ordinary 
income into capital gain. For example, 
a building is sold for $200,000 with 
$50,000 down and a $150,000, 10-year, 
5% purchase money mortgage. The 
interest on the $150,000 will be fully 
taxable. However, if the sale had been 
made for a higher sales price without 
interest on the unpaid balance the entire 
income would be capital gain. 

The one “rub” here is that the seller’s 
goal may collide with the buyer’s goal. 
The seller wants his interest merged 
into the sales price. The buyer may 
want his interest payments separated 
from the purchase price in order to 
obtain a deduction for the interest. But 
the interests need not always conflict. 
If the buyer can obtain a similar benefit 
through depreciating or amortizing a 
higher basis, he may not object. If 
there is a conflict, the party in the 
higher tax bracket may be able to ad- 
just the price in order to compensate 
the other (buyer or seller) for adopting 
his tax method. 

While there is undoubtedly an inter- 
est factor in this arrangement, the 
courts and the Treasury have made no 
attempt to separate out the interest 
where the contract is silent on this 
point. As a matter of fact, where pur- 
chases are made on the installment 
basis, an interest deduction is allowed 
only where the contract specifies in- 
terest. But don’t have the contract spe- 
cify that the purchase price includes 
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interest. If it does, the interest factor 
may be separated out. 


Dividends 


To the individual stockholder, the 
receipt of dividends is fully taxable 
income. But there are a number of ways 
in which earnings may be obtained at 
a capital gains cost. 

1. If stock bears a substantial divi- 
dend declaration, a sale of the stock 
before it goes ex-dividend results in 
a capital gain on the sale. The stock 
can be repurchased immediately after 
the stock goes ex-dividend. The “divi- 
dend” becomes a long-term capital gain. 

2. A closed corporation which re- 
deems stock of its stockholders, trans- 
fers funds to the stockholders in the 
same manner as if a dividend had been 
paid. Yet, if the redemption qualifies 
as a partial liquidation, the transaction 
is treated as a sale of the stock and 
results in capital gain rather than 
ordinary income. 

The major obstacle to using this ap- 
proach is the Treasury attitude that 
virtually all pro-rata redemptions are 
dividends. This problem is discussed 
more fully by Mr. Rich. 

3. Stock with heavy arrears of divi- 
dens can saddle stockholders with a 
substantial amount of ordinary income 
if the arrears are paid up. The sale 
of the stock before the record date, 
even though the dividends are already 
declared, will result in capital gain. 
The dividends will be reflected in the 
higher sales price. 

4. Another means of obtaining earn- 
ings at a capital gains cost is more 
drastic than the above. This is to liqui- 
date a corporation completely. The gain 
on a corporate liquidation is capital 
gain even though all of the earnings 
and profits of the corporation are dis- 
tributed. The piece-meal distribution 
of earnings over the years as dividends 
is fully taxable. The redemption of 
stock may also (as mentioned above) 
lead to a dividend attack. But the 
complete liquidation of a corporation 
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is one safe way of taking all earnings 
and profits out of the corporation at 
a capital gains cost. 

One pitfall to watch in arriving at 
a decision is the problem of good will. 
If the Treasury can find that one of 
the unrecorded assets is good will, the 
cost of liquidating may be prohibitive. 
If the corporation is a “collapsible cor- 
poration” the gains may he ordinary 
income. This is discussed in Mr. 
McNeil’s_ paper. 


Buying Deductions via Capital 
Gains 


Another way of converting income 
into capital gains is to obtain a stepped- 
up basis, at a capital gains cost, which 
can be used as a full reduction of or- 
dinary income in the current and future 
years. If the increased basis can’t be 
used immediately to cut income, the 
tax paid for the higher basis becomes 
an investment in future savings. The 
expected tax savings can often make 
this a profitable investment. 

This can be accomplished in a num- 
ber of ways: The most common and 
the one which gives taxpayers a “have 
your cake and eat it too” situation is 
to sell depreciable property which has 
appreciated in value to a controlled 
corporation. Under those conditions, 
control is never lost. And of course 
there is freedom of action in setting 
prices and terms—subject to a Treas- 
ury determination as to whether the 
property is “worth” the sales price. 
By providing that the sales price be 
paid in installments, the tax outlay by 
the individual may roughly coincide 
with the tax saving of the corporation. 

Let’s assume that A and B own a 
patent which is now worth $100,000 
but has a basis to them of zero. They 
also have a corporation engaged in 
business. If they sell the patent to the 
controlled corporation they will realize 
a capital gain of $100,000. But the 
corporation will be able to amortize the 
$100,000 cost over the remaining life 
of the patent. The result is that 
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$100,000 of income is changed from 
ordinary income to capital gain. 


80% Ownership Can Void 
Tax Benefit 


The Treasury tried to block this 
tax saving device by Congressional ac- 
tion. But while it did get a law change, 
Congress so watered down the bar as 
to encourage the use of this tax saving 
method rather than block it. 

A sale between an individual and a 
corporation results in ordinary income 
only if the individual, his wife and 
minor children and grandchildren own 
more than 80% in value of the out- 
standing stock. Ownership is not de- 
termined by any reference to indirect 
ownership through any other members 
of the family or through partnerships, 
corporations, etc. Thus, if two brothers 
own a 50-50 interest in a corporation, 
the sale of depreciable property to the 
corporation is not barred from capital 
gains treatment. A person can avoid 
this pitfall by the simple process of 
giving an adult child a 20% interest 
in the corporation. 

This provision applies only to de- 
preciable property. A jacked-up basis 
can be obtained for depletable property 
even though the corporation is owned 
100% by the seller of the property. 


Inter-family Sales 


A result similar to that obtained by 
selling property to a controlled corpora- 
tion can be obtained by making sales 
to relatives. Unlike losses, gains are 
recognized despite the relationship. 
While a sale to a spouse of depreciable 
property is specifically barred from 
capital gains treatment, sales to any 
other relative can result in a capital 
gain. While a sale of this kind may not 
permit the continued control as in the 
case of a controlled corporation, it does 
allow the property to be kept in the 
family. It also permits a gift (subject 
of course to any gift tax) to be com- 
bined with a personal income tax 
saving by selling somewhat below 
market price. 
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Let’s assume a person owns a 10-year 
leasehold which returns him $10,000 
a year. Because of his high tax bracket, 
he has only $4,000 a year left. He sells 
the leasehold to his son for $60,000. 
Since this is a long-term capital gain, 
he has $44,400 left after capital gains 
taxes of $15,600 (26% of $60,000)— 
more than he would have if he had 
kept the leasehold for 10 years. The 
son on the other hand will receive 
$100,000 over the ten years, but he 
will pay tax on only $40,000. Because 
of the son’s lower tax brackets he will 
have to pay, say 35% of the $40,000, 
or $14,000. Total taxes paid by father 
and son would be $29,600 on the whole 
$100,000 instead of $60,000 without 
the sale. Yet the father has also trans- 
ferred $26,000 ($40,000—$14,000) to 


his son. 


Liquidating Corporation 


Dissolving a corporation can give a 
tax benefit paralleling that obtained 
when a sale is made to a controlled 
corporation. Complete control is_re- 
tained over the property and yet a 
jacked-up basis is obtained for the 
assets at the cost of a capital gains 
tax. Unlike the sale to a controlled 
corporation there are no statutory bars 
to capital gains treatment because the 
corporation is owned by one stock- 
holder. However, there is a danger if 
the corporation qualifies as a collapsible 
corporation. 

Let’s take a corporation with its 
buildings and equipment depreciated 
down to a low level at a time when 
inflation has increased the value of the 
property. If the corporation liquidates, 
the stockholders will pay a capital gains 
tax based on the value of the property. 
But the basis to them will become the 
value, and this can be depreciated over 


the remaining life expectancy of the 
property. A little mathematical calcu- 
lation will show whether the cost is 
worth the saving. 


Sell and Repurchase Similar 
Property 


Still another means of obtaining the 
same tax benefit is to sell appreciated 
depreciable property and repurchase 
similar property. This can occur either 
because the property has appreciated 
in value, has been depreciated below 
its value or a combination of both. 

Here are a few examples which ex- 
plain this: 


1. An automobile which is worth 
$2,500 has been written down to $1,000 
A sale of the car for $2,500 and the 
purchase of another car for $2,500 
gives a $1,500 capital gain. However, 
depreciation can thereafter be taken 
on $2,500 rather than $1,000. 

2. You own $30,000, 5% corporate 
bonds due in 1957, which cost you 
par but which you can sell for over 
par—say $32,000. If the bonds are 
sold for $32,000 and then later re- 
purchased for the same amount, the 
$2,000 is long-term capital gain. But 
the bond premium can then be amor- 
tized pro-rata over the remaining years 
till maturity and deducted in full. 

3. Building or equipment is depre- 
ciated at an accelerated rate through 
the use of the declining balance method. 
When the depreciation begins to fall 
off drastically, the property is sold and 
other property repurchased. Since the 
depreciation taken can often be faster 
than the drop in value, the difference 
will be converted into long-term capital 
gain by the sale. A higher basis for 
future depreciation will be obtained 
from the purchase at a higher price. 
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LTHOUGH more and more taxpayers 
have come to realize the need for 
estate planning, all too few recognize 
the service which their accountants can 
render in this field. They turn to their 
attorneys, their insurance underwriters 
and investment counsel, but frequently 
overlook the fact that with respect 
to one of the most important aspects 
of the problem, that of tax minimiza- 
tion, the accountant is well equipped 
to contribute to the formulation of an 
effective estate plan. 
state plans must be designed for 
the particular state of facts under con- 
sideration. No two estates will be ex- 
actly alike in composition and no two 
individuals will have identical views 
as to testamentary disposition. Large 
and involved estates may lend them- 
selves to complex plans and the use of 
tax-saving devices which would not be 
practical for smaller estates. This paper 
is addressed to a consideration of some 
of the more general principles of tax 
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Problems in Estate and Gift Tax Planning 
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minimization applicable to estates of 
all sizes. 


Gifts 

The most obvious way of minimizing 
estate taxes is to reduce the taxable 
estate and the simplest way to do this 
is to dispose of property during one’s 
lifetime. Assuming that the transfer is 
outright or, if in trust meets the re- 
quirements imposed by law, and is not 
in contemplation of death, the property 
involved will not be subject to estate 
tax. Even if a gift tax is pavable this 
will usually be outweighed by the estate 
tax savings. The following are some 
of the ways in which such savings may 
be accomplished : 

(1) Gifts of $3,000 may be given 
each year to as many individuals as 
the taxpayer wishes, free from tax, 
provided that the gift is of a “present” 
rather than a “future” interest. In the 
case of a married individual _ this 
amount is automatically doubled if his 
spouse consents. Thus a simple plan 
of reducing an estate is to adopt a 
program of such tax-free annual gifts.’ 

(2) Gifts of $30,000 (or $60,000 in 
the case of a married person) in excess 
of the aforementioned annual exclu- 
sions may be made during one’s life- 
time. Thus a married man whose net 
estate would have been $500,000 can 
save approximately $9,000 in estate 
taxes by making a gift of $66,000 with- 
out any gift-tax cost.? 

(3) Gifts in excess of the gift tax 
exemption will produce tax savings. 
This is so because 

(a) The gift tax rates are 34ths of 

estate tax rates. 

(b) The gift tax is computed at 

progressive rates starting from 


1 While such program might be challenged as having been in contemplation of death, 
the risk is substantially reduced by the three-year rule set forth in Sec. 811(1) LR.C. 

2 The tax savings are figured after giving effect to both estate and gift tax marital 
deductions, but do not include the savings of estate tax to the spouse’s estate. 
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zero, whereas the saving in 
estate taxes by reason of a gift 
is effected at the top estate tax 
brackets. 


(c) The gift tax paid is itself a 

reduction of the estate. 

Thus, a married man whose net 
estate would have been $500,000, who 
makes a gift of $106,000 ($40,000 in 
excess of the gift tax exemption and 
exclusion) will reduce his estate tax 
by approximately $15,000, at a gift tax 
cost of only $2,400.2 

(4) Taxpayers in high income tax 
brackets will save tax on the income 
produced by the gift property, since, in 
most instances, the donee’s income will 
fall into much lower brackets. In this 
connection consideration should be 
given to gifts in trust for the benefit of 
minors, providing for accumulation of 
income during minority, where the use 
of multiple trusts may produce a spread- 
ing of the income over low income tax 
brackets. (This consideration is also 
applicable to testamentary trusts and 
provision should be made in the will 
creating a separate trust for each bene- 
ficiary and providing prompt setting 
aside of the principal of the trusts. ) 

(5) Non-income producing prop- 
erty of high value, such as paintings 
and other art objects, which may be 
heavily taxed in the estate, and which 
may be of little use to the beneficiaries, 
can be given to charity free of tax. 
While this may be done by will as well, 
the inter-vivos transfer will produce an 
income tax benefit by way of the deduc- 
tion for charitable contributions. 

(6) Where an individual is obligated 
to support someone, a gift of income- 
producing property in trust will accom- 
plish his purpose and at the same time 
save both estate and income taxes. 

(7) Although gifts in contemplation 
of death are subjected to estate tax 
(with appropriate credit for the gift 
tax paid), such gifts are sometimes 
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beneficial tax-wise because the gift tax 
paid is excluded from the estate.’ 

The choice of property to be given 
away, if a choice exists, will also furnish 
the accountant with an opportunity to 
give sound advice. The following gen- 
eralizations usually apply: 

(1) Gifts of income-producing prop- 
erty will result in income tax savings 
if the donor is in high income tax 
brackets. 

(2) As between identical lots of ap- 
preciated property with unequal tax 
bases, the high basis property should 
be chosen for the gift. This is so because 
in the case of a gift the donor’s basis 
persists for computation of gain in the 
hands of the donee. The basis of re- 
tained property is automatically stepped 
up to the value at the date of death (or 
optional valuation date).4 

(3) Similarly, property having 
growth or appreciation potentialities 
should be given away. The gift tax 
is computed on the present value. The 
estate tax would be computed on a 
much higher value if the anticipated 
appreciation occurs. 

(4) Where a business interest is to 
be the subject of a gift, consideration 
may be given to the establishment of 
a charitable foundation to be the donee, 
so as to retain control. 


(5) Where stock of a closely held 
corporation is being given away, prob- 
lems of valuation and retention of 
control may arise. The accountant 
should consider the advisability of rec- 
ommending the creation of new stock 
by way of tax-free reorganization or 
tax-free stock dividend to provide the 
proper medium for the gift. If valuation 
is a concern, a new preferred stock 
whose value for gift tax purposes will 
be par may be desirable. If control is 
a problem, a new non-voting stock may 
be the solution. Where the valuation of 
equity stock may be disputable, because 


of goodwill factors, consideration 


3 See: Sec. 936(b) I.R.C. Because of involvements in the computation of the credit 
and the loss of stepped-up basis, such gifts should be in cash if possible. 


4 See: Secs. 113(a) (2) and 113(a) (5) LR.C. 


nO 5 3 


131 











should be given to the making of a 
small taxable gift of such stock so that 
a fair valuation for gift tax purposes 
may be reached with the tax authori- 
ties. Such gift tax valuation once 
agreed upon, while not conclusive, may 
be of strong evidentiary value later on 
when the stock must be valued for 
estate tax purposes. 

Before leaving the subject of gifts, 
it is well to point out that the question 
is not entirely one-sided. There may 
be disadvantages which will outweigh 
the advantages. Some of such dis- 
advantages are the following: 


(1) Gifts must be substantial to 
produce real savings. 


le SS of 


Gifts may result in 
needed income. 


os) 


Gifts may result in loss of con- 
trol of property. 

Gifts should not reduce the es- 
tate to a point at which estate 
tax savings through estate tax 
exemption, marital deduction or 
low rates are lost. 


f 


on 


If the donee predeceases the 
donor, the gift property might 
find its way back to the donor’s 
estate and later be taxed therein. 


If property must be sold to pay 
the gift tax there may be an 
additional capital gains tax. 
The stepped-up basis of prop- 
erty when subjected to the estate 
tax is lost if it is transferred by 
way of gift. 


NI 


The Marital Deduction 

Since 1948 the law has afforded to 
married persons an opportunity to ef- 
fect estate tax savings through the use 
of the estate tax marital deduction. 
Briefly stated, property includible in 
the gross estate which has passed or 
passes on death to the spouse outright 
or under certain specified conditions 
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is exempt from estate tax up to one- 
half the adjusted gross estate. In gen- 
eral, in order for property to qualify 
for the marital deduction in the first 


estate, it must be taxable in the 
spouse’s estate upon her death.° 

The tax benefits from the marital 
deduction are a matter of computation. 
Generally speaking, however, the fol- 
lowing conclusions will apply : 


(1) Whereas estates up to $60,000 
are exempt, an estate twice that size 
can be freed from tax by leaving one- 
half to the wife. 

(2) Where the wife has no separate 
estate the marital deduction will always 
produce tax savings since, even assum- 
ing no subsequent disposition or con- 
sumption of the property, one-half the 
property will be taxed twice at lower 
brackets instead of the entire amount at 
progressively higher brackets. 

(3) Where the wife has a separate 
estate the combined estate taxes on 
both husband’s and wife’s estate will 
be at a minimum if some amount less 
than one-half the adjusted gross estate 
is qualified for the marital deduction. 
(In general this amount is one-half the 
difference between the two estates, but 
there may be a wide range of amounts 
which will produce substantially the 
same combined tax.) 

(4) Even where the maximum mar- 
ital deduction produces a higher com- 
bined estate tax than some lesser 
amount, it may, nevertheless, be de- 
sirable to provide for it for one of the 
following reasons : 

(a) The surviving spouse may use 

up the property or dispose of it 
by gift thus avoiding the sec- 
ond tax. 
The income earned on the taxes 
saved in the first estate during 
the life of the surviving spouse 
may exceed the tax detriment of 
having a larger amount of tax 
in her estate. 


5 Throughout the discussion of the marital deduction the husband is assumed to be the 


decedent and the wife the survivor. All that is said applies equally to the reverse situation. 
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(c) Non-liquidity may necessitate 
keeping the tax as low as pos- 
sible despite later tax costs. 


Care must be exercised in some in- 
stances not to transfer to the wife more 
than the maximum marital deduction. 
Such excess, providing no tax benefit 
in the husband’s estate, may later be 
taxed in the wife’s estate. In such 
cases, if the taxpayer wishes his wife 
to have the benefit of the. “excess” 
property, it should be left in trust for 
her in a non-marital deduction trust so 
that she may enjoy the income during 
life without tax of the principal on her 
death. 

\fter the amount of desired marital 
deduction has been determined the 
manner of testamentary disposition 
must be considered. First, however, 
the amount of property passing to the 
wife outside the will such as life insur- 
ance payable to her or jointly-owned 
real estate, bonds, and so on, must be 
taken into account. The balance should 
then be provided for by will. Here a 
number of questions will arise. Should 
an outright bequest be made or should 
the property be left in a trust over 
which the wife has the requisite power 
of appointment to qualify it for the 
marital deduction? Should the will 
provide for bequest of a specific amount 
or a percentage of the estate? Should 
a so-called “formula clause” be used to 
assure the maximum marital deduc- 
tion? If the wife’s share is to come out 
of the residuary estate what provision 
should be made with respect to the ap- 
portionment of estate taxes? These are 
questions primarily for the client’s at- 
torney. The tax consequences of his 
recommendations are, however, a prop- 
er subject for the accountant’s con- 
sideration. 


Liquidity 

Many estates consist primarily of 
non-liquid assets such as closely held 
business interests and real estate. 
Forced sale to meet tax payments may 
be costly. Liquidity, then, is a real fac- 
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tor in estate planning and tax minimi- 
zation. It avoids the sacrifice of assets 
to pay taxes, avoids penalties or inter- 
est for delinquent payments and, on the 
other hand, permits savings through 
discount for prepayment of state estate 
taxes. 


Let us consider some of the means 
of achieving liquidity of an estate: 

(1) By keeping liquid during life- 
time. (The accountant may make con- 
structive suggestions as to how this 
may be accomplished. ) 

(2) By taking out life insurance 
payable to the estate. This is a most 
common form of estate planning, usu- 
ally easy to accomplish and simple to 
arrange. 

(3) By providing life insurance pay- 
able to a beneficiary who might buy 
assets of the estate. 

(4) By creating a life insurance 
trust which can use the proceeds of the 
insurance to buy assets of the estate or 
lend them to the estate. 

(5) By taking advantage of Sec. 
115(g)(3), IR.C., where the estate 
consists primarily of stock of a closely 
held corporation. This is primarily a 
step taken after death. However, in 
some instances, where there is more 
than one stockholder, it may be desir- 
able to create an issue of non-voting 
stock during lifetime, to be retired after 
death, so as to avoid dilution of the 
estate’s voting rights. 

(6) By entering into buy-sell agree- 
ments with other stockholders or part- 
ners in a closely held business. 


Valuation of Business Interests 


Where the decedent was a_ stock- 
holder or partner in a closely held busi- 
ness, his estate may encounter a seri- 
ous problem of valuation. It is unnec- 
essary to do more than allude to the 
question of goodwill which so frequent- 
ly arises in these situations. Although 
valuation is primarily a problem after 
death, there is one protective step 
which may be taken during lifetime to 
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fix the estate tax valuation of a closely 
held business interest. This is the en- 
tering into of either a buy-sell agree- 
ment with one’s partners or co-stock- 
holders or a stock retirement agreement 
with the corporation. Such agreements, 
which may vary greatly in their provi- 
sions, provide for the purchase from 
one’s estate of his stockholdings or 
partnership interest by the surviving 
stockholders or partners, or the retire- 
ment by the corporation itself of the 
decedent’s stock. Where the sales price 
has been fixed absolutely, where dispo- 
sition of the property was restricted 
during lifetime and where the entire 
agreement was negotiated at arm’s 
length, the sales price should be bind- 
ing for estate tax valuation. Thus, a 
difficult problem after death may. be re- 
solved in advance usually to the advan- 
tage of all stockholders or partners 
involved. 

Such buy-out agreements must fre- 
quently be financed. The obvious means 
is life insurance. A number of alterna- 
tives with respect to such funding pre- 
sent themselves: 

(1) Each stockholder or partner in- 
sures his own life (and pays the 
premiums ) for the benefit of the 
other stockholders or partners. 


~~ 


2) The corporation or partnership 
owns and pays the premiums on 
insurance on the lives of the 


stockholders or partners. 


w 


Each stockholder or partner in- 
sures the lives of the others and 
pays the premiums on the insur- 
ance owned by him. 

The first plan is unattractive taxwise 
hecause of the premium payment test 
for determining the includibility of in- 
surance in the gross estate. Despite 
the highly inequitable result, the pos- 
sibility exists that under this arrange- 
ment both the insurance proceeds and 
the value of the business interest would 
be taxed in the decedent’s estate. 

The second plan, known as_ the 
“entity ownership” plan, which is gen- 
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erally employed where there is a stock 
retirement plan has the virtue of sim- 
plicity of operation. One danger exists, 


however. Even though the decedent 
retained no incidents of ownership, it 
may be held that he made an indirect 
payment of the premiums. This is par- 
ticularly so in the case of a partnership. 
The question has not been adjudicated 
so far as estate taxes are concerned. 
However, in a relatively recent case® 
dealing with excess profits taxes the 
court gave its approval to so-called 
“key man” insurance for the purpose 
of stock redemption where the purpose 
was to insure continuity of corporate 
management. 

The third plan, however, which in- 
volves cross insurance, if practicable, 
appears to be the safest. There is no 
ground for including the insurance pro- 
ceeds in the decedent’s estate since he 
had no incidents of ownership and pay- 
ment of the premiums cannot be im- 
puted to him directly or indirectly. 
Although this plan may involve un- 
equal costs because of differing ages 
of partners or stockholders, the safety 
factor from the tax standpoint makes 
it the most attractive. 


Life Insurance 


Few estate plans are consummated 
without some use of life insurance 
either to provide protection, liquidity or 
as a means of funding. In the study of 
a client’s estate, his existing life insur- 
ance should be the subject of close 
scrutiny. Even apart from the estate 
plan certain changes may be desirable. 
Endowment policies which upon matur- 
ity will produce taxable income may 
be converted before maturity to an 
option which will postpone the inci- 
dence of the tax to a time when the 
insured’s income is less. Insurance pay- 
able outright to, or left at the interest 
option for the benefit of, a beneficiary in 
high income brackets (which will be 
costly income taxwise) may be changed 
to an annuity option which will free 


6 Emeloid Co., Inc. v. Commissioner, 189 F. (2d) 230. 
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the proceeds from tax in the hands of 
the recipient. And even apart from tax 
savings, flexibility with respect to the 
use and enjoyment of the insurance 
proceeds may often be better achieved 
through the creation of a trust to which 
the proceeds will be paid. Broad pow- 
ers granted to the trustees may assure 
the better administration of the fund 
and wiser application to the needs of 
the beneficiaries. 

\'nder the present provisions of the 
law’ life insurance is wholly includible 
in the gross estate if any of the follow- 
ing conditions are met: 


(1) It is payable to the insured’s 
estate. 

(2) The insured had any incidents 
of ownership at his death. 

(3) The insured paid all of the 
premiums (either directly or 
indirectly ). 


Where the insured paid only part of the 
premiums the proceeds are includible in 
his estate in the proportion that the 
premiums paid by him directly or in- 
directly bear to the total premiums 
paid. 

As has been indicated earlier in this 
paper, life insurance is frequently the 
subject of gift. In many instances this 
is the only property available for the 
purpose. In planning such gifts it 
should be remembered that the assign- 
ment of life insurance on the donor’s 
life provides only a partial exemption 
from estate taxes because of the prem- 
ium payment rule. Moreover, where 
this is done the insured must divest 
himself of all incidents of ownership 
and the payment of subsequent premi- 
ums by the assignee must be from his 
(or her) own funds and must not be 
traceable to the insured. If the assignee 
has separate property out of which the 
premiums may be paid, there is no 
problem. But where, for example, a 


7 See Sec. 811(g), I.R.C. 
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husband assigns an insurance policy to 
his wife and then supplies her with the 
funds to pay the premiums, either by 
gift or otherwise, the exclusion of a 
portion of the insurance proceeds from 
his estate will be challenged. 

A common method of carrying in- 
surance policies is in a funded insur- 
ance trust. The grantor transfers to the 
trust insurance policies and income- 
producing property with direction to 
the trustee to use the income to pay 
premiums. The income tax conse- 
quences of such arrangements are fairly 
well settled. However, although the 
estate tax consequences are less clearly 
defined, it may be claimed that the 
premuims were paid indirectly by the 
insured and that the insurance is there- 
fore includible in his estate. 

To avoid the problems incident to the 
transfer of existing policies, plans are 
frequently devised whereby new insur- 
ance on the taxpayer’s life is taken out 
by his wife, a child or other relative. 
Such procedure will eliminate the possi- 
bility of the insurance being taxed in 
the insured’s estate, providing the 
premiumis are paid out of separate 
funds of the owner of the policy. If 
such new insurance is contemplated it 
must be borne in mind that if the 
owner predeceases the insured, the cash 
value of the policy will be included in 
the owner’s estate. Further, in such 
cases provision should be made for the 
payment of premiums after the owner’s 
death ; this is usually done through the 
creation by the owner of a testamen- 
tary trust for this purpose. Where, as 
sometimes is the case, a wife takes out 
insurance on her husband’s life and 
provides that the proceeds shall be paid 
to their children, it has been held that 
upon the death of the insured there 
was a completed gift of the proceeds 
from the wife to the children.!° Such 
gift imputation can probably be avoided 

(Continued on page 138) 


8 Where the insured had no incidents of ownership prior to January 10, 1941, premiums 
paid by him prior to that date are not taken into account in the proration. 


9 See Sec. 167(a) (3), I.R.C. 


10 See Goodman v. Commissioner, 156 F 
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By Witi1aM K. Carson, C.P.A. 


2 le major tax problem of the estate 
after it is created is, of course, the 
determination of the estate tax liability. 
In this field the services of the account- 
ant can be particularly beneficial. The 
foundation for the filing of the estate 
tax return is laid by compiling an 
inventory of the assets and a list of 
the liabilities of the estate. After com- 
pletion of the inventory, it is necessary 
to value the assets for the purpose of 
determining the gross estate. The prob- 
lems most frequently encountered in 
this determination relate to the optional 
valuation date and the valuation of 
closely held companies. 

Section 811(j), permitting use of 
the optional valuation date, was added 
to the Code to avoid the inequity which 
was brought about when falling secur- 
ity prices made it impossible for the 
executor to realize on the securities in 
an estate’s portfolio at prices as high as 
those on which the estate tax was 
based. To alleviate this situation, the 
estate may be valued as of a date one 
year after the date of decedent’s death. 
Two rules must be remembered in con- 
nection with the optional valuation: 
(1) any asset which is disposed of be- 
fore the optional valuation date, either 
by distribution in accordance with the 
terms of the will, or by sale or ex- 
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change, is to be valued at the date of 
disposition, and (2) no consideration 
is given to a difference in value which 
is due solely to the lapse of time, If 
it is found desirable to use the optional 
valuation date, an election to do so 
must be included in a timely filed 
return. 

If the values of assets included in 
the estate fall below the value at date 
of death and the decline appears to be 
temporary, consideration should be 
given to a distribution of assets to the 
beneficiaries, followed by an election 
to use the optional valuation date. The 
assets will be valued on the date of 
distribution, and if the executor’s con- 
clusions as to the market trend are 
correct, there will be a saving in tax. 

Ordinarily the option is only exer- 
cised to effect a saving in estate taxes, 
where values have dropped. However, 
when values have gone up, considera- 
tion should be given to use of the 
option to save income taxes on sale 
of the property. 

This saving comes about because the 
basis of property passing through an 
estate in which the optional valuation 
date is used is the value on that date. 
If securities are sold at a profit within 
six months of the date of death, it will 
frequently be found that the saving in 
income taxes will exceed the increase 
in estate taxes resulting from the use 
of the optional valuation. In small es- 
tates, even the low rate of income tax on 
long-term gains may also exceed the 
estate tax rates. Similarly, the optional 
date may be used to step up the basis 
in a case where most of the appreciated 
property goes to the widow, but the 
total which she receives is less than the 
limitation on the marital deduction. 

If the assets of the estate include 
shares of stock for which quoted prices 
are not available, a difficult valuation 
problem is presented. Consideration 
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must be given to a large number of 
factors, including the following : 
(1) Isolated sales. 
(2) Valuation of the underlying 
assets. 


(3) Valuation of goodwill by for- 
mula methods. 
(4) Comparison with quoted prices 


of listed companies in the same 
industry, or with representa- 
tive listed stocks. 

(5) Consideration of the effect of 
leverage where debt or preferred 
stock is outstanding. 

(6) Application of the blockage rule 
where a large block of stock is 
to be valued. 

(7) Reduction by a discount in case 
the stock represents a minority 
interest in a closely held com- 
pany. 

An excellent case approving use of 
the comparison with listed companies 
in preference to valuation of the under- 
lying assets is Elizabeth A. Wilson 
Estate, 10 T.C.M. 750. 

When an estate has a scarcity of 
liquid assets, the executor is forced to 
search for ways and means of paying 
estate taxes. Frequently, the only pos- 
sibility is the retirement of stock of 
a closely held company, owned by 
the estate. Ordinarily such a retire- 
ment is subject to tax only to the 
extent that the proceeds exceed the 
valuation of the stock for estate tax 
purposes. But depending on the facts, 
the retirement could be made in such a 
way that the Commissioner will con- 
tend that it is essentially equivalent 
to the distribution of a taxable divi- 
dend, and will attempt to tax it as 
such. Section 115(g) (3) was enacted to 
prevent this from happening when cer- 
tain conditions are met. First the value 
of the stock of the company must ex- 
ceed 35% of the value of the gross 
estate. Secondly, the amount which can 
be received without the possibility of 
treatment as dividend cannot exceed 
the federal estate tax. The latter com- 
putation is not made on an aggregate 
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basis for the entire estate. Rather, ac- 
cording to the Regulations, the amount 
which can be received by any distribu- 
tee of the estate, and receive protection 
from this section, cannot exceed the 
estate tax chargeable against such dis- 
tributee. 

New problems are introduced into 
the preparation of the final income and 
gift tax returns of the decedent. Sec- 
tion 51(b)(3) permits the filing of a 
joint income tax return, and ordinarily 
this will result in a lower tax than 
separate returns. Similarly, gifts made 
between January Ist and the date of 
the decedent’s death may be split be- 
tween the donor and his spouse. 

In preparing the income tax returns 
of the estate, it is necessary to include 
in income of the year when received 
all items of gross income in respect of 
the decedent. Under Section 126, such 
items do not acquire a basis nor are 
they changed from ordinary income to 
capital gain because of decedent’s death. 
Similarly, certain deductions and cred- 
its attributable to the decedent are 
allowable to the estate in the year when 
paid. Where possible such deductions 
should not be paid in a year in which 
such income is received. This is be- 
cause the estate receives a deduction 
in computing taxable income which is 
based on the excess of such income in 
any year over such deductions. The 
amount of the deduction is the amount 
by which this excess has increased the 
estate tax. 

A choice is presented with regard to 
deduction of administration expenses. 
Deduction of this nature may be 
claimed either on the estate tax return 
or on the income tax return. Since the 
choice can be made annually, a new 
computation is required each year to 
see if a greater saving is obtained by 
deduction for income or estate tax pur- 
poses. If the former, a statement in the 
return is required by Section 29.162-1. 

A saving in income taxes may be 
achieved through the timing of distri- 
butions of the income of the estate. 
Comparison should be made between 
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the top bracket of the estate and that 
of each beneficiary. Distributions to 
each beneficiary whose bracket is lower 
than that of the estate will save income 
taxes for everyone concerned. Simi- 
larly, if the will provides for creation of 
trusts, it may also permit income to be 
distributed to the trusts in advance of 
the time when it is administratively pos- 
sible to transfer principal. Where the 
heneficiary’s bracket exceeds that of the 
estate, but it is nevertheless desirable 
for him to obtain estate assets, a dis- 
tribution of principal rather than in- 
come should be considered. 

The final distribution of the estate 
income should normally be made more 
than 65 days after the close of a fiscal 
vear. In this way the income taxable 
to the recipients is the income of a 
short period rather than that of the 
full preceding year. 
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Control should also be exercised 
over the timing of expenses. An ex- 
ample of an opportunity for this con- 
trol arises when a large block of 
securities is sold at a gain and shortly 
thereafter a portion of the estate is 
distributed. If the state income tax is 
paid at the normal time it will be de- 
ductible for Federal income tax pur- 
poses in the following year when the 
income is greatly reduced and falls in 
lower brackets. This can be avoided 
by filing the state income tax return 
and paying the tax prior to the close of 
the fiscal year. Other expenses will also 
arise during the course of administra- 
tion of the estate where there is a choice 
of year of payment, and _ therefore, 
selection of the year which has the high- 
est tax rate will result in savings of 
Federal income taxes. 
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(Continued 


if the insurance proceeds are left in 
trust and the wife retains a right of 
invasion. 

One further arrangement frequently 
employed where both husband and wife 
have independent means should be 
mentioned. It contemplates the crea- 
tion by one spouse (usually the wife) 
of a trust for the purpose of taking out 
insurance on the life of the other. 
Property sufficient to provide income 
in an amount necessary to pay the 
premiums is transferred to the trust 
and a gift tax thereon, if due, is paid. 
The trust then takes out the insurance 
which it holds for the benefit of others, 
usually the children. Under this plan 


from 


page 135) 

the insurance should not be includibie 
in the estates of either spouse and there 
should be no gift tax on the proceeds 
of the insurance. This arrangement 
should not be entered into on a recip- 
rocal basis, however. Under such cir- 
cumstances it may be held that each 
spouse in effect provided the property 
out of which the insurance premiums 
on his own life were paid."! 

It will be seen from the foregoing 
brief analysis that estate plans require 
the most careful study and considera- 
tion and that, with respect to any pro- 
posed plan, the income and gift tax 
consequences should be as carefully 
investigated as the estate tax effects. 


11 See Lehman v. Commissioner, 109 F (2d) 99; cert. den., 310 U. S. 637. 
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By ARTHUR B. 


M*** of the problems which have 
arisen in connection with transac- 
tions involving real estate have clearly 
resulted from a lack of previous con- 
sideration of the tax consequences. 
The client should be educated to co- 
operate with his accountant, first by 
a full and free discussion of the tax 
factors involved, before the transaction 
is completed, and second, by obtain- 
ing and keeping a complete record of 
all the data necessary to prove any and 
all points in support of the tax re- 
turn information filed. 

Once having obtained the co-opera- 
tion of client, it then remains for the 
accountant to give orderly considera- 
tion to the many points involved. This 
paper outlines the points to be con- 
sidered and indicates some of the prob- 
lems which have given trouble to other 
taxpayers in recent years. 


Unadjusted Basis 


Section 113(a) of the Internal Rev- 
enue Code tells us that the basis of 
property is the cost of such property, 
with certain numerous exceptions. 





here 
' eds 
1ent 
cip- 
cir- 
sach 
erty 
ums 


ing 
uire 
efa- 
pro- 
tax 
‘ully 


CIS: 


ARTHUR B. Moz, C.P.A., is a 
Director of the Society and a past 
Chairman of its Committees on 
Fiduciary Accounting, on Admis- 
sions, on Monthly Audits, and on 
Library. He is now serving as a 
member of its Committees on Fed- 
eral Taxation, and on Meetings. Mr. 
Moll is a partner in the firm of Van 
Benschoten, Moll & Flaskal, CPA’s. 

This paper was presented by him 
at the Society’s Federal Tax Con- 
ference, held on November 17-18, 
1952, at the Manhattan Center, New 
York, Ne Y, 











ary 








1953 


l ERC,., See.“ 13i(a) (2). 
I 


3 


.R:-C., Sec. 113(a)(3). 


Problems in Real Estate Transactions 





Mott, C.P.A. 


Many of these exceptions need not con- 
cern us here, but the more important 
ones pertinent to our subject are the 
following : 

Property acquired by gift after De- 
cember 31, 1920, has the same basis as 
it would in the hands of the donor, ex- 
cept that if such basis is greater than 
the fair market value of the property 
at the time of the gift, then for the 
purpose of determining loss the basis 
shall be such fair market value.! The 
obvious problem here is the one of de- 
termining the donor’s basis. The Code 
permits the Commissioner himself to 
determine such basis, or the fair market 
value at the date of gift. Obviously, the 
taxpayer is at a distinct disadvantage 
unless he himself can produce the rec- 
ords supporting basis or value. A re- 
cent Court decision, although not one 
involving real estate, denied a loss to a 
taxpayer who had gift property stolen 
from him, but who could not prove the 
donor’s basis or the fair market value 
at the time of the gift.? 

If the property was acquired after 
December 31, 1920, by a transfer in 
trust (other than by a transfer in trust 
by a gift, bequest or devise) the basis 
is the same as it would be in the hands 
of the grantor, increased by the amount 
of the gain or decreased by the amount 
of the loss recognized to the grantor 
upon such transfer under the law appli- 
cable to the year in which the transfer 
was made.? The distinction here is 
rather fine, but should be mentioned for 
the record. 

If the property was acquired by be- 
quest, devise or inheritance, or by the 
decedent’s estate from the decedent, the 
basis is the fair market value of such 
property at the time of such acquisition 
(which acquisition is deemed to be the 


Jansiger, Memo. T.C., Docket No. 33298, October 3, 1952. 








date of death).4 An exception to this 
rule exists where an election was made 
to value the property of the decedent as 
of the optional valuation date for estate 
tax purposes. In such case, the basis 
of the property will be the optional 
value (but the date of acquisition is 
still the date of death). Special rules 
exist in establishing the basis of prop- 
erty to a surviving spouse of his share 
of community property. Of course, the 
big problems here are ones of valuation, 
and they are many and varied. The 
taxpayer is well advised to fortify him- 
self with unquestionable proofs of 
value. 

Where property was received in a 
tax-iree exchange, the new property 
takes the basis of the property given 
up in the exchange. These exchanges 
under Section 112 were not intended to 
make the exchanges free of tax, but 
merely postponed the tax until a later 
date. Money, or other “boot” received 
as part of such an exchange will reduce 
the basis only if it is not taxed then.> 
Under this section, when property re- 
ceived in an exchange takes the place 
of property previously held, the law 
requires proper adjustments for depre- 
ciation during the time the original 
property was held. It should be noted 
here that this section refers to the pres- 
ent law in describing the types of trans- 
actions to which it applies, but invokes 
the law applicable to the year in which 
the exchange was made, in order to de- 
termine the amount of the adjustment 
to be made to the basis of the property 
originally held. 

In order for property to come under 
this tax postponement section, it must 
be held for productive use in trade or 
business, or for investment. A_ per- 
sonal residence is not considered invest- 
ment property by the Commissioner,°® 
but Section 112(n) of the Code (which 


(a) (5). 

Pa ot (a) (0). 
.T. 1587, II-1 C.B. 26. 
Reg. 111, Sec. 29.112(b) (1). 
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was added by the Revenue Act of 


1951) gives this type of property spe- 
cial treatment, which will be covered 
later in this paper. Property, to come 
under this tax-free exchange section, 
must be of “like kind” by reason of its 
character rather than its grade or qual- 
ity. In most cases, a lease for 30 years 
or more is considered real estate and 
may be exchanged tax-free.” 

If the property exchanged is mort- 
gaged, the amount of the mortgage is 
considered cash received by the trans- 
feror of the mortgaged property, 
whether or not the mortgage is as- 
sumed by the transferee. Where there 
are mortgages on both properties, the 
net difference in mortgages is consid- 
ered cash received.’ In both cases, gain 
will be recognized to the extent of such 
“cash”? 

Property acquired by a corporation 
in connection with a reorganization re- 
quires the use of the transferor’s 
basis.!° This section of the Code makes 
it mandatory to increase the basis by 
the amount of gain or decrease the 
basis by the amount of loss recognized 
to the transferor upon such transfer 
under the law applicable to the year in 
which such transfer was made. Thus, 
the reorganization need not be com- 
pletely tax-free. A word of caution here 
to the corporation which intends to buy 
the stock of another corporation for the 
purpose of acquiring the property 
owned by that corporation. If the price 
paid for the stock exceeds the basis of 
the property in the hands of the ac- 
quired corporation, such excess cannot 
ordinarily be added to the basis of the 
property if the acquired corporation is 
liquidated for the purpose of transfer- 
ring the property to the acquiring cor- 
poration.'!' However, in a recent case 
involving acquisition of assets follow- 
ing an involuntary conversion, the 


‘ons Hotels, Inc., 34 B.T.A. 376; Ebert Estate, 37 B.T.A. 186. 


eg 
ror 
) T.R.C., Sec. 112(c) (1). 
10 I.RC., Sec. 113(a) (7). 
11 T.R.C., Sec. 112(b) (@), Sec. 113(a) (15). 
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Commissioner was upheld in his con- 
tention that where a corporation re- 
placed its plant that was destroyed by 
fire by purchasing all of the stock of 
another corporation and then liquidat- 
ing that corporation to obtain its plant, 
the two steps (1.e., the purchase of the 
stock and the liquidation of the ac- 
quired corporation) were not separate. 
Thus, the price paid for the stock was 
used in figuring the basis of the trans- 
ferred property.!? In the Prairie Oil 
and Gas Company! case, even though 
the buying corporation first purchased 
the stock and then dissolved the corpo- 
ration which owned the properties, it 
was permitted to use the cost of the 
stock as a basis, rather than the lower 
basis in the hands of the acquired cor- 
poration. Here, and in all the cases 
which followed this case, the entire 
transaction was considered, rather than 
the component parts, and it was recog- 
nized that the price paid for the stock 
really was the cost of the properties. 
It is hoped that his conflict will be cor- 
rected by legislation, and to that end 
the American Institute of Accountants 
has recommended to the Treasury De- 
partment that the Code be amended. 
Your attention is called to Public Law 
251, October 31, 1951, which amends 
Section 112(f) to permit the purchase 
of stock to get control of a corporation 
owning property which can be used as 
replacement property in an involuntary 
conversion. 

While on the subject of involuntary 
conversion, it would be well to note that 
in the case of property purchased by 
the taxpayer which resulted in the non- 
recognition of gain under the rules of 
Section 112(f)(3), the basis of the 
property shall be the cost less the 
amount of the gain not so recognized. 
Allocations are required where more 
than one piece of property is involved. 
The old requirement that the proceeds 
of an involuntary conversion be 
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“traced” directly to the acquisition of 
replacement property has now been 
liberalized to remove some of the hard- 
ships thereby caused. Now it is possi- 
ble to purchase replacement property 
prior to the actual condemnation. The 
imminence of a condemnation is now 
enough for a prudent taxpayer to set 
the wheels in motion to acquire replace- 
ment property without the former pen- 
alty of having a taxable gain recog- 
nized. These rules, however, are effec- 
tive for dispositions which occurred 
after December 31, 1950. If the pro- 
ceeds were received after December 31, 
1950, for a disposition which occurred 
before January 1, 1951, the old rules 
still apply.'* “Dispositions”, as used 
here, are defined as condemnations, 
thefts, seizures, destructions or requisi- 
tions of the converted property. 

Problems of the basis of property 
contributed to, or distributed by a part- 
nership, covered in Mr. David Zack’s 
paper, have not been discussed herein. 
Property that was received by a 
stockholder in liquidation of a corpo- 
ration has as a basis the fair market 
value of the property at the time of 
the liquidation.!> This is the ordinary 
rule and of course there are exceptions 
such as the distributions in kind under 
Section 112(b)(7) and the liquida- 
tion of a subsidiary under Section 
112(b) (6).'6 

Property which has been acquired by 
the foreclosure of a mortgage ordinarily 
has as its basis the fair market value at 
time of foreclosure. The determination 
of what is fair market value, and the 
influence of the bid price at time of 
foreclosure is one of the chief problems 
to be carefully considered. The record 
of previous rulings and cases should be 
examined in each individual case under 
consideration. 

Where mortgaged property has been 
received in a voluntary conveyance by 
the mortgagee from the mortgagor in 


12 Kimball-Diamond Co., 14 T.C. 74, affirmed (5 Cir., 1951), cert. den. 


13 Prairie Oil & Gas Co., v. Motter, 66 F. 


4 LRC., See: 113 (ay (8). 
15 T.R.C., Sec. 115(c) (1). 
16 TRG... See. Fala) Cis. 


2d. 309. 
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settlement in lieu of foreclosure, the 
basis of the property in the hands of 
the mortgagee is the fair market value 
at time of conveyance. The problem of 
valuation can be eliminated by paying 
a small amount for the deed. The cash 
paid plus the mortgage then becomes 
the basis. 

In passing, it should be pointed out 
that where property is purchased, the 
amounts of all mortgages, whether as- 
sumed or not by the purchaser, become 
part of the cost basis. Where property 
is purchased subject to mortgages and 
thereafter the purchaser obtains a can- 
cellation of all or part of the mortgages, 
the basis shall be reduced by the 
amount of the cancellation. The same 
rule holds for cancellation of purchase 
money obligations. 


Adjusted Basis 


Up to this point we have considered 
the “unadjusted basis” of the prop- 
erties. Certain adjustments are re- 
quired to arrive at the “adjusted basis”, 
and these will be considered in brief 
outline. Section 113(b) of the Code 
requires the addition to basis of all 
items properly chargeable to capital ac- 
count, such as costs of acquiring title ; 
costs of defending or perfecting title; 
real estate taxes which were a lien at 
the time of acquisition; demolition 
costs not otherwise deducted ; abandon- 
ment costs not otherwise deducted; 
costs of permanent improvements; 
architects’ and engineering fees. If an 
election under Section 24(a)(7) of the 
Code was made to capitalize taxes and 
carrying charges, then of course these 
must also be added to the basis. This 
situation occurs mainly in its applica- 
tion to unimproved property and covers 
such items as mortgage interest, devel- 
opment expense, and interest on loans 
for development and construction as 
well as current real estate taxes.!” 


Reg. 111, Sec. 29.24-5 
L 


17 
18 
i9 T.R.C.. Sec. 113(¢d) and LR.C., 
20 Inaja Land Co.,9 T.C. 727 (1947). 
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As a general rule, reduction of basis 
is required for depreciation, obsoles- 
cence and depletion to the extent that 
these items were allowed or allowable 
as deductions in computing net income. 
The general rule has been modified by 
Public Law 539, July 14, 1952, which 
is retroactive, at the taxpayers election, 
to open taxable years beginning after 
December 31, 1938. The new rule pro- 
vides that if for any taxable year, the 
depreciation “allowed” is in excess of 
the depreciation “allowable”, the excess 
need be applied to reduce basis only to 
the extent that the deduction of the ex- 
cess amounts reduced income or excess 
profits taxes for any year. This amend- 
ment was intended to correct the in- 
equitable situation created by the deci- 
sion in the Virginian Hotel case,'* but 
there still remains the problem of re- 
solving the differences of opinion with 
the Commissioner as to just what 
amount of depreciation is “allowable.” 
The election under the new amendment 
had to be made not later than Decem- 
ber 31, 1952.19 

If a property owner sells an easement 
to which no specific part of the basis of 
the entire property can be allocated, the 
proceeds received on such sale must be 
applied as a reduction in the basis of 
the property.?° 


Method of Sale and Reporting 


When property is owned by a corpo- 
ration, proper planning of a possible 
future sale can give substantial tax sav- 
ings. This is particularly true of real 
estate which is owned by a corporation 
in the situation, not unusual, where 
there is virtually no other property. A 
sale by the corporation results in a 
capital gain, and a tax is paid thereon. 
Then if the corporation is dissolved in 
order to get the proceeds of the sale 
into the hands of the stockholders, there 
is another tax on the gain to the stock- 


irginian Hotel Corp. of Lynchburg, Va., v. Helvering, 319 U. S. 523. 
Sec. 113(b) (1) (b). 
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holders. The obvious means of avoid- 
ing the double tax are either (a) to sell 
the stock of the corporation, or (b) to 
liquidate the corporation, distribute the 
property to the stockholders and have 
the stockholders make the sale. The 
second procedure has had the approval 
of the United States Supreme Court, 
but it does have its problems which 
should be carefully considered. 

First of all is the avoidance of the 
trap of starting sale proceedings by the 
corporation before dissolution. The 
often-quoted Court Holding Co. case?! 
taxed such a gain to the corporation. 
Proper handling of such a situation can 
result in a decision favorable to the 
taxpayers, such as in the Cumberland 
Public Service Co. case.** If it is desir- 
able to make the sale by means of a 
corporation liquidation, then by all 
means study these cases and bring the 
facts within the rule of the Cumberland 
case and assemble at the time of the 
transaction all data necessary to prove 
such facts. 

But now consider the possibility that 
the stockholders might out-smart them- 
selves by a corporate dissolution and 
later sale of the property by themselves. 
Consideration should be given to the 
use to which the funds are to be put. 
Is it intended to reinvest in another 
parcel of real estate? Then why not let 
the corporation make the capital gain 
and leave the proceeds in the corporate 
name to be further reinvested. Of 
course the question can be raised as to 
how many times can this be done before 
the corporation will be classed as a 
dealer in real estate, with the gains no 
longer taxable as capital gains. The 
frequency of the transactions will prob- 
ably control. 

The most direct way of disposing of 
corporation-owned real estate without 
double taxation is by the sale of the 
stock in the corporation. There are 
problems to be overcome here however. 
First and foremost is the one of induc- 
ing the buyer to buy stock rather than 

Cumberland Public Service 


195? 


property, particularly where the price 
of the stock is based on a valuation of 
the property in excess of the basis of 
the property in the hands of the owning 
corporation. There should be no great 
difficulty where the buyer is an indi- 
vidual or a partnership, because the 
buyer can immediately dissolve the cor- 
poration and take over the property at 
a value based on the purchase price of 
the stock. But, where the buyer is a 
corporation, there is, as was heretofore 
pointed out, some question as_ to 
whether the buyer can get a stepped-up 
basis for the property by an immediate 
liquidation of the acquired corporation. 
Assuming that the buying corporation 
decides that it can get the stepped-up 
basis, how does one handle the situation 
where the vendors (i.e., the stockhold- 
ers of the transferred corporation) are 
willing to take as part of the selling 
price a purchase money mortgage on 
the real estate? Perhaps the following 
steps provide a solution! 
Step One: Buyer and Seller (..e., 
the stockholders) agree on a pur- 
chase and sale of the stock of the 
transferred corporation on the fol- 
lowing terms: 
(a) The sale of the stock is to be an 
installment sale. 
(b) Seller wants the stock held as 
collateral to secure the deferred 
portion of the selling price. 
(c) Buyer cannot liquidate the cor- 
poration or mortgage the prop- 
erty without the seller’s consent. 
Step Two: The buyer liquidates 
the corporation (by consent of sell- 
er) and gives the seller a mortgage 
on the property which the seller 
holds as collateral for the deferred 
portion of the selling price. 
Control of Method and Period 

of Reporting 

There are a number of ways by 
which the seller of real estate can con- 
trol the method and period of report- 


Court Holding Co. v. Comm., 324 U. S. 331. 


Co.,. 338 U.S, 451. 
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ing the gain. The selection of a closing 
date can put the gain in one year or an- 
other in many cases where the trans- 
action occurs near the end of the tax- 
able year. By giving the prospective 
buyer of the property an option to be 
exercised at a later date, the gain can 
be postponed until the option is exer- 
cised. If the seller protects himself by 
requiring a substantial option payment, 
the receipt of the option payment will 
not give rise to taxable income.?? How- 
ever, if the option payment is forfeited 
the amount thereof is short-term capital 
gain in the year of forfeiture.** 

lf the contract of sale is drawn to 
provide that the purchase price is to be 
placed in escrow, and paid only on ful- 
fillment of certain conditions, the gain 
can be postponed until the conditions 
are met. This is true whether or not 
the taxpayer is on a cash or accrual 
basis.?> It is important that the seller 
has no control over the escrow funds. 

In addition to these methods of con- 
trolling the period of reporting the 
gain, the seller of real estate has a 
choice of methods of reporting. These 
are the straight cash method (which 
under some circumstances might be de- 
sirable), the installment method of re- 
porting, and the deferred payment sale. 
The cash method requires no extensive 
discussion. The taxpayer’s circum- 
stances very often make it unnecessary 
to postpone the capital gains tax, par- 
ticularly in sales for all cash and where 
the taxpayer is in higher brackets. 

Use of the installment method may 
in many instances be highly desirable. 
Such method can reduce the tax and 
also postpone its payment until the pro- 
ceeds of sale are received over each of 
the years involved. In order for a sale 
to come under the installment sale pro- 
visions, two requirements must be 
met.2° There must be some initial pay- 
ment in the year of the sale, which 


3 Mary P. Hunter, 140 F. 2d. 954. 
24 I.R.C., Sec. 117(g) (2). 


25 Bedell v. Commissioner, 30 F. 2d. 622. 


26 Reg. 111, Sec. 29.44-2. 


27 Bedell v. Commissioner, 30 F. 2d. 622. 
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should be cash or property other than 
evidence of indebtedness of the pur- 
chaser. Furthermore, the initial pay- 
ment may not exceed 30 per cent of the 
total purchase price. Purchase price in- 
cludes the existing mortgage on the 
property, whether or not assumed by 
the purchaser. You are reminded that 
the initial payment includes any install- 
ment payments made in the year of sale 
as well as the down payment at the 
time of sale, and if the total of these 
exceeds 30 per cent, the installment 
method of reporting is not permitted. 
The amount by which the mortgage on 
the property exceeds the basis to the 
seller is also considered to be the equi- 
valent of cash received and must be 
included in the initial payment. If more 
cash is needed, it is possible to sell the 
purchase money mortgage or the buy- 
er’s notes without increasing the 
amount of the initial payment, or an 
installment in the desired amount can 
be made payable early in the year fol- 
lowing the year of sale. Where the 
seller is a corporation, it can transfer 
the installment obligations to the stock- 
holders as a liquidating dividend. The 
installment obligations on liquidation 
are then taxed to the corporation by 
valuation on date of distribution. 

A deferred payment sale is one that 
cannot qualify as an installment sale 
because of the initial payment rule, but 
nevertheless does provide that part of 
the purchase price be paid in the future. 
In order to qualify, it must be shown 
that the evidence of the purchaser’s 
obligation to make the deferred pay- 
ments has no market value. A non- 
negotiable note has been held to have 
no market value.?’ 

In this event, the initial cash received 
is applied first to reduce the basis of 
the property and the gain is deferred 
until sufficient installments have been 
received to exceed the basis and the 
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gains then are capital gains. It is pos- 
sible that, where the evidence of in- 
debtedness is negotiable, it may still 
have a market value of less than its face 
amount; in which case, the amount of 
the selling price is determined by in- 
cluding the note at its market value. 
However, where future collections of 
such an obligation are made, allocations 
must be made between the return of 
capital and ordinary income. Thus the 
amount of discount in the value of the 
obligation will be ordinary income 
when collected, and the procedure of 
receiving such notes should be followed 
with extreme caution.?8 

\ method of tax-postponement, not 
available to dealers, is one in which 
property held for productive use in 
trade or business, or for investment, is 
exchanged for property of like kind. 
The taxation of the appreciation in the 
value of the transferred property is 
postponed to the time of sale of the 
newly acquired property. The new 
property in these circumstances takes 
the basis of the property given in ex- 
change. Where cash is received to ad- 
just for the possible difference in 
values, gain will be recognized to the 
extent of such cash. It has been held, 
in one case, that where the property 
received in the exchange was sold after 
being held for only a short time, such 
property was not “property held for 
investment” and, consequently, the gain 


9 


on the exchange was taxable.? 


Business Property and 
Section 117(j) 


The special treatment accorded prop- 
erty which qualifies under Section 
117(j) of the Code is one affording 
great relief to taxpayers. Here we have 
the fulfillment of the dream to tax ordi- 
nary income at capital gain rates but 
it is entirely equitable. Property, to 


8 A. B. Culbertson, et al., 14 T.C. 1421 


come under the rules of this Section 
must be held for over 6 months, and 
must be used in the trade or business 
of the taxpayer. It can not be property 
includible in inventory or held prima- 
rily for sale to customers in the ordi- 
nary course of trade or business. 

This definition has caused many 
cases to come before the Courts. There 
is no one test which determines wheth- 
er or not real estate is held primarily 
for sale to customers. Rental property 
ordinarily comes within the scope of 
the Section, but the facts in each case 
must be examined. A _ recent court 
decision held that gain on the sale of 
houses built for rental purposes was 
ordinary income when the sale was 
made under the special circumstances 
existing.3° The usual test is whether 
the sales were frequent and continuous 
or isolated and casual. It is not neces- 
sary that the taxpayer be exclusively 
in the real estate business or devote a 
great deal of time to it, to disqualify 
himself from Section 117(j). The pur- 
pose of acquisition has little importance 
here. The circumstances at the time of 
the sale determine whether the seller 
is a “dealer.” This entire matter is one 
which should be considered very care- 
fully in light of the decisions and a 
complete study made of the facts of the 
individual case in question. Space here 
is too short to go into an extensive re- 
view of the decisions, but they should 
not be overlooked by the accountant 
confronted with a case involving a pro- 
posed sale of such property. 

The Revenue Act of 19513! made a 
change which permits the inclusion of 
unharvested crops with the land in 
computing capital gain. This settled 
the doubt which brought a number of 
cases to the courts, and although the 
more recent decisions held for such in- 
clusion, the necessity of litigating the 
question has been removed. 


’ Regals Realty Co. v. Commissioner, 127 F. 2d. 931. 
! Bildwell, Inc., Memo. T.C., Docket No. 36016, October 23, 1952. 
Sec. 323(a), Revenue Act of 1951, amending I.R.C., Sec. 117(j). 
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Residential Property 

Residential property is considered a 
capital asset, but a loss on a sale is not 
deductible. Under ordinary circum- 
stances, a gain is taxed as a capital 
gain, but the Revenue Act of 1951 has 
set up special rules where the taxpayer 
has purchased a_ replacement prop- 
erty.°’ If a taxpayer sells his principal 
residence and, within a period begin- 
ning one year prior to the date of such 
sale and ending one year after that 
date, purchases another property for 
use as his principal residence, the gain 
from the sale of the old residence is 
not recognized except to the extent 
that the selling price exceeds the cost 
of the new residence. If the new resi- 
dence is constructed for the taxpayer, 
the construction must start within a 
year after the sale of the old residence, 
and it must be used within 18 months 
of such sale. 

The amount of gain which is not 
taxed under this section reduces the 
basis of the new property, so that we 
have a tax-postponement. If gain real- 
ized from the sale of a residence is not 
recognized because of the purchase of 
a new residence, a taxpayer cannot, 
within one year after the sale of the old 
residence, again obtain the benefit of 
this section if he sells the new residence 


o8: RC... Sec: 4426p). 
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and purchases still another. This does 
not include an involuntary conversion 
of the new residence. 

The term “principal residence” does 
not include a country home, but may 
include a houseboat or trailer if used 
as the principal residence. A coopera- 
tive apartment is also considered the 
same as a residence and comes under 
the same rules. 

Ordinarily, a loss on the sale of one 
residence cannot be offset against a 
gain on the sale of another. However, 
the operation of Section 112(n) does 
just that in the case of the sale of the 
new residence at a loss (although at a 
gain over the adjusted basis caused by 
the postponement of the gain on the 
sale of the old residence). If the loss 
came first, there would be no offset, 
and because of this we have an inequita- 
ble situation which should be corrected. 

Public Law 567, July 16, 1952, 
grants relief to members of the Armed 
Services during the present emergency 
by suspending the running of the 1 year 
or 18-month period, for acquisition of 
a new residence, for the period of 
service. This extension runs to Janu- 
ary 1, 1954, but in no event shall it 
extend beyond 4 years after the sale of 
the old residence. 
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Conducted by BENJAMIN Harrow, C.P.A. 


Sales and Use Taxes—Exemptions 


The New York City Sales Tax Law 
was amended as of July 1, 1952, elimi- 
nating the former exemption from the 
tax to semi-public institutions. Instead, 
the law now exempts from the tax 
transactions by or with the State of 
New York, public corporations created 
pursuant to an agreement with another 
state or the Dominion of Canada, im- 
provement district or other political 
subdivision of the state where it is the 
purchaser, user or consumer. Exempt 
also are transactions with the United 
States, the United Nations or other 
world wide international organizations 
of which the United States is a mem- 
ber. There is a further provision for 
exemption from the tax to any corpora- 
tion, association, trust or community 
chest organized and operated exclu- 
sively for religious, charitable or educa- 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
now serving as one of the Vice- 
Presidents of the Society and is 
also on the Society’s Committee 
on Federal Taxation, and is past 
Chairman of its Committee on State 
Taxation. He is also a member of 
the Institute’s Committee on Federal 
Taxation and its Council. 

Mr. Harow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
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tional purposes or for the prevention of 
cruelty to children. 

The latter provision is the familiar 
exemption found in many tax laws. It 
is conditioned on the fact that no part 
of the net earnings inure to the benefit 
of any private shareholder or individu- 
al, and that no substantial part of the 
activities of the organization consists 
of carrying on propaganda or influenc- 
ing legislation. The exemption specifi- 
cally excludes an organization operated 
for the primary purpose of carrying on 
a business for profit, even though all 
or some of the profits are payable to 
an exempt organization. Specifically 
excluded also are retail sales made by 
any store operated by a college, uni- 
versity or institution of higher educa- 
tion. The exceptions would appear to 
follow the changes made in the Internal 
Revenue Code in 1950, in Section 
101(6). The organization claiming ex- 
emption must submit information to 
the Comptroller which includes the 
purposes for which it is organized, its 
actual activities, the sources and dis- 
position of the income, a copy of the 
articles of incorporation, a financial 
statement showing assets and _liabili- 
ties, a statement of the receipts and dis- 
bursements and a photostatic copy of 
the letter from the Treasury Depart- 
ment granting exemption from federal 
income tax under Section 101(6). 


Sales and Use Taxes— 

Information Services 

The amendment to the sales and use 
taxes effective July 1, 1952, imposed a 
three per cent tax on receipts from the 
sale or use of information services. To 
be taxable the services must involve 
the furnishing of printed, mimeo- 
graphed or similar matter. It includes 
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the services of collecting, compiling or 
analyzing information of any kind and 
furnishing reports to other persons. In 
the bulletin issued by the Comptroller 
he enumerates the types of information 
services subject to the tax. These in- 
clude credit information, _ statistical, 
building and construction, stock market 
and advisory service, tax information, 
etc. Information services furnished to 
newspapers are not subject to the tax. 

Since this amendment became effec- 
tive on July 1, 1952, a contract for such 
information services entered into be- 
fore and extending beyond that date 
is taxed in one of two ways. If the 
contract is payable in installments, the 
payments on and after July 1, 1952, 
are subject to the tax. If the price has 
been paid in advance, the tax is appor- 
tioned on the basis of the number of 
days in the contract period after July 1, 
1952. Persons furnishing the informa- 
tion services will not be taxable upon 
their purchases of tangible personal 
property for resale in the form of tan- 
gible personal property if these are 
furnished to customers in connection 
with the rendition of information serv- 
ices. 


Sales and Use Taxes—Change in 
Periods and Filing Dates 


A return will be required to be filed 
for the period from April 1, 1953, 
through May 31, 1953. Thereafter, 
returns will be filed for the period end- 
ing on the last days of August, Novem- 
ber, February and May. The returns 
will be due within twenty days after 
the expiration of the period covered by 
the return. Until the new period ex- 
piration dates, returns for the quarterly 
periods ending September 30, 1952, 
December 31, 1952, and March 31, 
1953, are due within twenty days after 
the expiration of each of such periods. 
Gross Receipts Tax—Exemptions 

The exemptions outlined above, re- 
lating to sales and use taxes, are also 
incorporated in the gross receipts tax, 
similarly amended as of July 1, 1952. 
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The General Business and Financial 


Tax Law also exempts from the tax 
receipts of retirement systems under 
Section 200 of the Insurance Law; re- 
ceipts of banks subject to Articles 3, 
5, 6 and 7 of the Banking Law; receipts 
of cooperatvie organizations, including 
agricultural cooperatives ; receipts from 
sales of real estate and rents derived 
from real estate; receipts of public 
utility corporations if these are taxed 
on gross income or receipts ; wages and 
salaries of individuals. 


Gross Receipts Tax—Dealers in 

Merchandise 

The recent amendment to this law 
taxes dealers in merchandise either as 
a financial business or on the basis of 
gross receipts, depending upon the dif- 
ference between the selling price and 
the cost of goods sold. If the spread is 
more than 3% and not in excess of 5%, 
the Comptroller may determine as a 
fact that the spread is in the nature of 
a commission and the tax is at the rate 
of 1/10 of all receipts received in New 
York as well as those allocable to New 
York. The determination of the Comp- 
troller is final. If the difference be- 
tween the selling price and the cost of 
goods sold is 3% or less, the dealer in 
merchandise pays a tax of 4/5 of 1% 
on the gross income. If the difference 
between the selling price and the cost 
of sales is in excess of 5%, the dealer 
in merchandise is required to pay a tax 
of 1/5 of 1% of the gross receipts. 

For periods commencing July 1, 
1952, persons carrying on a financial 
business will pay a tax of 4/5 of 1% 
on all gross income received in New 
York as well as gross income allocable 
to New York. The former rate was 
2/5 of 1%. 
Motor Vehicle Use Tax— 

Non-residents 

This tax is assessed by New York 
City on residents. For the purposes of 
this tax, resident is defined in the regu- 
lations as “any person who maintains 
a residence, abode or place of business 
within the city.”” The term would in- 
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clude a person who maintains a resi- 
dence, abode or place of business 
outside the city as well as one within 
the city. But, “a person who has a 
permanent place of abode outside the 
city and lives more than seven months 
of the calendar year outside the city 
shall not be deemed a resident.” 

A non-resident is not subject to the 
tax and so is not required to purchase 
a stamp in connection with the use of 
non-commercial vehicles. That is the 
rule even though the non-resident is 
employed or engaged in business in 
New York City and procured his li- 
cense plates in New York City. But the 
non-resident would be subject to the 
tax if the car is registered in a trade 
name, a partnership name or corporate 
name of a person doing business in 
New York City. 

Our attention has been called to the 
practice of adding a violation of this 
law by traffic policemen who issue 
tickets for traffic violations and who 
do not see the stamp on the wind shield. 
“No-fee” stamps are not issued to non- 
residents and such persons are required 
to produce proper evidence of their 
status when the question arises. 


Estate Tax—Marital Deduction 


This is one of the deductions from 
the gross estate in arriving at the net 
taxable estate. It was first introduced 
in the Internal Revenue Code (Section 
812(e)) in 1948. New York State 
provides for a similar deduction, (Sec- 
tion 249-s). Generally the deduction 
may be as much as 50% of the gross 
estate less allowable debts and adminis- 
tration expenses (the adjusted gross 
estate) bequeathed to a spouse. 

When this provision was first intro- 
duced into the law the problem was 
posed of how to write into a will a 
direction that would give the estate the 
maximum deduction. In a recent case! 
a decedent who died in October, 1951, 
had a provision in his will bequeathing 
to his widow 50% of the “gross estate 
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after deducting all items allowed by the 
Federal Tax Department as deductions 
so that the amount which is hereby 
devised to her shall equal in value to 
the maximum amount of the allowable 
marital deduction of which my estate 
may be entitled . . . before any provi- 
sions are made for the payment of any 
State and Federal inheritance or estate 
taxes chargeable against my estate.” 

The gross estate included property 
passing outside the will, a life insurance 
policy, a mortgage held jointly with 
the spouse and a residence held with 
the spouse in a tenancy by the entirety. 
These items were valued in the gross 
estate at $31,000. Property passing 
under the will was valued at about 
$500,000. In filing the estate tax re- 
turn the executor took as a marital 
deduction one-half the value of all prop- 
erty included in the estate tax return 
($531,000) less allowable debts and 
administration expenses, contending 
that that amount was bequeathed to the 
widow. Residuary legatees claimed 
that the bequest to the widow should 
be diminished by the value of the prop- 
erty that passed to the widow outside 
of the will. 

The Surrogate upheld the executor, 
stating that the testator intended to 
give the widow a general legacy, the 
amount of which was determined by a 
formula. It was obvious that the lan- 
guage used in the will was designed to 
achieve an estate tax advantage. Never- 
theless the will contained no express 
language providing for a reduction of 
the bequest to the widow by the value 
of the property that passed to her out- 
side the will. 


Employment Termination Payment 
—Estate and Income Tax Aspects 


Under an employment termination 
agreement an employee was to receive 
one year’s salary, which could be spread 
over a two-vear period at the em- 
ployee’s option. In the event of death 
before the completion of the payments, 


1 Matter of Otto Reben, dec'd., Surrogates Court, Westchester County, 115 N.Y.S. 


2nd, 228. 
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the balance still due would be paid to 
the widow or to the estate. The hus- 
band died before all the payments were 
made so the employer remitted the 
unpaid installments to the widow. 

The payments to the wife were not 
included by the executrix in the estate 
tax return, but the Commissioner held 
them includible as an interest in prop- 
erty of the decedent at the time of his 
death. (I.R.C. Section 811(a); State 
Tax Law Section 249-r). The court 
held? that the obligation was recognized 
by the employer and was a recognition 
of the transfer from the dead to the 
living of a right to receive property. 
This was something the decedent 
owned at the date of his death. 

In the joint income tax return filed 
for the decedent and his widow for 
the year in which the decedent died, 
the payments to the widow were ex- 
cluded. The widow claimed that the 
payments were a gratuity under Sec- 
tion 22(b)(3) of the I.R.C. and there- 
fore not taxable. The court held that 
the monthly payments were based upon 
the decedent’s agreement and did not 
represent a gratuity. They were pay- 
ments representing compensation for 
services rendered by the decedent, and 
come within the provisions of Section 
126(a)(1), which require the inclu- 
sion of such amount as income by the 
person who acquires the right to receive 
it. The court did not mention the fact 
that the widow would be entitled to a 
deduction for the portion of the estate 
tax paid by reason of the inclusion of 
this income in the gross estate. 

Under Section 358.1 of the State 
Income Tax Law, the payments to the 
widow are accruable in the final deced- 
ent’s return or, at the option of the 
executor, may be excluded provided 
the person entitled to receive the pay- 
ments agrees to include them in the re- 
turn filed by such person. Such person 
is not entitled to a deduction for the 
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amount of New York estate tax at- 
tributable to the payments. 

If a non-resident beneficiary receives 
such payments and such non-resident 
would not ordinarily pay a New York 
income tax, the non-resident must file 
an agreement to pay the tax on such 
income and in addition file a bond to 
assure the payment of the tax. Since 
this is a tax primarily due from the 
decedent at the date of his death, the 
election in Section 358.1 cannot be 
used to defeat the tax. This would 
apply even though the recipient of the 
income would not be subject to tax 
because it had a non-taxable status 
such as a charitable trust. 


Sales Tax—Freight and 
Transportation Charges 
According to a ruling? of the Special 

Deputy Comptroller, the sales tax will 
not be computed on freight charges 
included on a sales invoice if these are 
shown separately. This is so whether 
the seller prepays the freight or the 
purchaser pays it and receives an 
allowance for it when he pays the in- 
voice. Freight charges are frequently 
included in a quoted list price, but 
they are deductible in computing the 
city sales tax if the charge appears on 
the invoice. If freight charges are ab- 
sorbed in the selling price and not 
separately itemized the tax applies to 
the entire amount. Article 37 of the 
regulations makes an exception where 
the freight charges cover transporta- 
tion from a seller’s factory to his own 
warehouse. 

Estate Tax—Insurance 
Under the estate tax law the gross 

estate includes all insurance received 

by the executor under policies on the 
life of the decedent, and also amounts 
received by all other beneficiaries “to 
the extent that such amount is required 
to be included in the gross estate under 
the provisions for the taxing of estates 


> Estate of Arthur W. Davis vy. Commissioner, T.C. Memo Dkt. Nos. 32286, 36717, 


July 31, 1952. 


? 
3 Oct. 2, 1952. 
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contained in any Revenue Act of the 
United States applicable to the estate 
of the decedent.” (Section 249(r) 
(8)(9), Tax Law). 

In connection with insurance in- 
cludible in the gross estate, Section 
249-q(e) allows an exemption of $100,- 
000 for insurance payable to named 
beneficiaries. This is allowed in the 
first bracket of $150,000 of the net tax- 
able estate, which is taxable at 1%. 
The introduction of a marital deduction 
in 1950 made it necessary to amend 
the provision for exempting insurance?. 
Otherwise, the surviving spouse could 
get a double deduction if she received 
insurance proceeds which entitled the 
estate to the marital deduction. 

The insurance exemption is com- 
puted as follows: The $20,000 exemp- 
tion for a spouse and the exemptions 
of $5,000 each for lineal ancestors or 
descendants, etc., are added to any 
marital deduction allowable on account 
of property passing to a_ surviving 
spouse. The difference between this 
total and $100,000 becomes the exemp- 
tion for insurance payable to named 
beneficiaries. 

Under Section 249-q of the Tax Law 
the widow’s exemption may be reduced 
on account of the marital deduction. 
If that provision is applicable, it will 
not be included in the computation for 
determining the insurance exemption. 

However if the insurance proceeds 
were included in the marital deduction, 
no exemption may be claimed for such 
insurance. If the surviving spouse re- 
ceives more than 50% of the adjusted 
gross estate and this includes insur- 
ance, the marital deduction is arbitrar- 
ily considered as having been allowed 
first as to property other than life in- 
surance payable to the spouse. In the 
latter event the insurance exemption 
will be allowed. 

To illustrate, assume an adjusted 
gross estate of $100,000 out of which 
property going to the widow amounts 


to $70,000, of which $40,000 is insur- 


* Ch. 206, Laws of 1952, Section 249-q(e), 
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ance payable to her. The marital de- 
duction is limited to $50,000, one-half 
the adjusted gross estate. This is pre- 
sumed to consist of $30,000, represent- 
ing property received by the widow 
other than insurance. Only the balance 
of $20,000 would be insurance pro- 
ceeds. That means that the remaining 
$20,000 of the insurance proceeds 
would be exempt from estate tax under 
the $100,000 insurance exemption pro- 
vision. 

If the entire insurance exemption has 
not been used up in the computation 
made above for the surviving spouse, 
there may be an additional insurance 
exemption for proceeds received by 
other named beneficiaries. This is com- 
puted by adding the total personal ex- 
emptions allowed on account of bene- 
ficiaries other than the spouse and the 
insurance exemption determined for in- 
surance payable to the spouse. This is 
subtracted from $100,000 and the bal- 
ance becomes a further exemption for 
insurance. However, the exemption is 
reduced by the marital deduction or 
$20,000, whichever is smaller. The 
purpose of this alternative reduction is 
to prevent the insurance exemption 
from being entirely wiped out for bene- 
ficiaries other than the spouse in those 
cases where there is a large marital 
deduction. 


Estate Tax—Accrual and Payment; 

Discount and Interest 

Under Section 249-z of the Tax Law 
the tax accrues as of the date of death 
and is payable without interest within 
18 months of the date of death. The 
law permits a discount of 5% if pay- 
ment of the tax is made within six 
months. Prepayment at a discount may 
be made within the first 15 months 
after the date of death, but the discount 
is reduced by one-half of 1% for each 
month after the expiration of six 
months. 

If the estate tax is not paid within 
18 months, Section 249-z provides that 


(Continued on page 153) 


effective May 1, 1952. 
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Conducted by Louis H. Rappaport, C.P.A. 


Who Are An Accountant’s 
Associates? 


Some time ago the SEC announced 
that it had under consideration certain 
proposals to amend Regulation X-14 
which is the Commission’s regulation 
relating to solicitation of proxies. The 
regulation applies to all listed com- 
panies and to registered investment 
companies. The Commission has now 
determined that its proposed amend- 
ments, with certain modifications, 
should be adopted and has declared the 
amended regulation effective. 

One of the provisions in the amended 
rules is of interest to accountants and 
when the proposal was first made, it 
was discussed in the March, 1952, is- 
sue of this magazine. When a proxy 
(which is subject to Regulation X-14) 
is solicited to be used at a meeting 
where action is to be taken with respect 
to the selection of auditors, certain re- 
quirements must be met. The SEC re- 
quirement in this connection is con- 
tained in Item 8 of the regulation which 
reads as follows: 

If action is to be taken with respect to 
the selection of auditors, or if it is pro- 
posed that particular auditors shall be 
recommended for selection by any commit- 
tee to select auditors for whom votes are 
to be cast, name the auditors and describe 
briefly any material relationship of such 
auditors or any of their associates with the 
issuer or any of its affiliates. 

This item is unchanged from the pre- 
vious version of the regulation, but the 
definition of an “associate” has been 
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changed in a material respect. ‘The 
term “associate” is now defined as 
follows: 

Associate. The term “associate” used to 
indicate a relationship with any person, 
means (1) any corporation or organization 
(other than the issuer or a majority owned 
subsidiary of the issuer) of which such 
person is an officer or partner or is, directly 
or indirectly, the beneficial owner of 10 per 
cent or more of any class of equity securi- 
ties, (2) any trust or other estate in which 
such person has a_ substantial beneficial 
interest or as to which such person serves 
as trustee or in a similar fiduciary capacity, 
and (3) any relative or spouse of such 
person, or any relative of such spouse, who 
has the same home as such person or who 
is a director or officer of the issuer or any 
of its parents or subsidiaries. (Emphasis 
supplied. ) 

Clause (3) in the above definition 
previously read “(3) any relative or 
spouse of such person having the same 
home as such person.” As applied to 
an accountant, it appears that the term 
“associate” has been broadened to in- 
clude any relative of the accountant or 
his wife who is a director or officer of 
the issuer or any of its affiliates, as well 
as relatives having the same home as 
the accountant or his wife. 


Interest of an Accountant 
in His Client 


One of the items in a registration 
statement under the 1933 Act deals 
with the relationship with the regis- 
trant of “experts” such as accountants, 
engineers and lawyers. This informa- 
tion is elicited in Item 26 which is not 
included in the prospectus, but is filed 
with the Commission as part of so- 
called Part II of the registration state- 
ment. The item in question reads as 
follows: 

If any expert named in the registration 
statement as having prepared or certified 
any part thereof was employed for such 
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purposes on a contingent basis or, at the 
time of such preparation or certification or 
at any time thereafter, had a substantial 
interest in the registrant or any affiliate or 
was connected with the registrant or any 
affiliate as a promoter, underwriter, voting 
trustee, director, officer, employee or af- 
filiate, furnish a brief statement of the 
nature of such contingent basis, interest or 
connection. 


In response to this requirement, law- 
yers who prepare the registration docu- 
ment usually draft language to the ef- 
fect that the “experts” (including the 
accountants) have no substantial inter- 
est in the company. 

In Regulation S-X (which is the 
Commission’s basic accounting regula- 
tion) the Commission has said that it 
will not recognize any accountant as 
independent with respect to any com- 
pany in which he has any financial in- 
terest (Rule 2.01). The Commission’s 
position as stated in Regulation S-X is 
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somewhat in conflict with the question 
it asks in the aforementioned Item 26 
insofar as it relates to accountants, al- 
though the instruction to this item does 
direct attention to the requirements of 
Rule 2.01 of Regulation S-X. 

Where, in response to the language 
of Item 26, companies have been stat- 
ing that their accountants have no sub- 
stantial interest in the company or any 
of its affiliates, the SEC has recently 
been directing their attention to Rule 
2.01. Usually this results in an amend- 
ment having to be filed to the effect 
that the accountants have no financial 
interest—instead of no substantial in- 
terest. If this matter should come up 
in your practice you may want to 
anticipate this comment by the SEC. 
On the assumption that you have no 
financial interest in the company or its 
affiliates, you will tell your client to so 
state. 
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interest shall be charged at the rate of 
10% per annum from the date of dece- 
dent’s death. If an additional estate 
tax is assessed, interest at the rate of 
10% is chargeable only on the addi- 
tional tax and only from the date of 
final determination of the Federal es- 
tate tax. In the case of an additional 
estate tax, the interest charge will be 
entirely eliminated if payment of the 
tax is made within sixty days of the 
Federal determination of the tax. This 
provision was introduced in the 1952 
legislature.5 

Ordinarily an executor may not 
know within six months just what the 
estate tax will be. He may neverthe- 
less obtain the 5% discount by making 
a temporary payment on the basis of 
his own estimate of the probable tax. 

Interest at the rate of 10% per an- 


num may be reduced to 6% by the 
surrogate. This will be done where be- 
cause of necessary litigation or un- 
avoidable delay the tax cannot be deter- 
mined and paid within 18 months, but 
the reduction to 6% will be allowed 
only for the period of the necessary 
litigation or unavoidable delay. This 
situation has been litigated in the 
courts.® 

An executor may obtain an extension 
of time for the payment of the tax for 
a period not exceeding four years from 
the date of death. For such an extended 
period, interest is charged at the rate 
of 6% even though the rate to the due 
date before the extension is 10%. 

It should be noted that an executor 
may be surcharged for interest paid on 
estate taxes if the fault for non-pay- 
ment is his.” 


5 Chapter 19, Laws of 1952, Sec. 249(3) (1). 

6 Estate of R. W. Higbie, Surrogate Ct., Queens Co., N. Y. L. J., 9/18/1940; 
Estate of I. Lewis, 183 Misc. 560, (1944). 

7 Estate of C. Rogers, 258 N. Y. S. 534 (1932) ; 
Estate of J. A. McCafferty, 264 N. Y. S. 38 (1933) ; 


Estate of J. Both. Sur. Ct., Queens Co., N. Y. L. J., 9/16/44. 














Payroll Tax Notes 











Conducted by SAMUEL S. 


New York Unemployment 
Insurance 


Special Annual Contribution 
Reports for Certain Stockholder- 
Employees 


\ member of the Society has called 
about a complaint which he says is 
quite general among accountants. It is 
his belief that the demands of the State 
with regard to the filing of information 
required of employers desiring to pay 
New York State unemployment insur- 
ance contributions on earnings of stock- 
holder employees owning 25% or more 
of the voting stock of the corporation 
employer, are onerous and unnecessary. 
It was the member’s thought that the 
information required by the state could 
be satisfied by a question printed on 
the form which could be answered very 
briefly. The Unemployment Insur- 
ance Division should take these sug- 
gestions into consideration for next 
year or sooner if it is at all possible 
to do so. The purpose of the special 
provisions relating to certain stock- 
holder employees and students in regu- 
lar attendance during the daytime in 
an institution of learning during all or 
any part of the school year or regular 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936, and is also a member of the 
Bar. He has specialized in the pay- 
roll tax field since the inception of 
this type of legislation in 1936. 

Dr. Ress is a member of the Soci- 
ety’s Committees on Clothing Manu- 
facturing Accounting, on Labor and 
Management, and on State Taxa- 
tion. 
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vacation period, or in the case of dis- 
missal wages which an employer is not 
legally obligated to pay, was to relieve 
an employer either in whole or in part 
from a tax liability that he would have 
had to pay otherwise to the Federal 
government, as additional Federal Un- 
employment Taxes. 

If the employer in question is not 
subject on any part of his payroll to the 
Federal Unemployment Tax because he 
had not employed eight or more em- 
ployees on each of twenty different 
days in twenty different weeks in the 
calendar year, then no tax need be paid 
to the New York State Unemployment 
Insurance Fund on the above men- 
tioned wage or salary payments. 

If the employer is subject to the Fed- 
eral Unemployment Tax on his payroll 
then contributions on such wage and 
salary payments must be made to the 
state. If the employer’s state rate is less 
than 2.7% the reduced rate also applies 
on the remuneration in question. The 
credit taken on the Federal Unemploy- 
ment Tax Return following the close of 
the calendar year when it must be filed, 
is for a full 2.7%, thus saving the em- 
ployer the difference between having to 
pay the Federal government a full 2.7% 
on such payments to employees if they 
were not taxable by the state, and the 
reduced New York State Tax rate. 

Like many of the other complicated 
reports and computations that taxpay- 
ers and their accountants are subjected 
to regularly, more often than not, they 
are the result of an attempt either to 
give a taxpayer some tax relief, and to 
remedy an inequity in the law as it was 
or to close some tax saving device or 
so-called loop-hole in the tax statute. 
The complication flowing from the 
New York law was designed primarily 
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to save New York employers some 
money and secondarily to channel the 
revenue towards the New York Unem- 
ployment Insurance fund and away 
from the Federal treasury. 


Successor Employers 


Two decisions by the Appellate Divi- 
sion of the Supreme Court were handed 
down recently regarding the right of an 
alleged successor employer to Con- 
tribution Rate Credits. In both cases 
the employer’s claims were disallowed. 

In Matter of the Application for 
Contribution Rate Credits or a refund 
made by Tru-Stitch Moccasin Corpora- 
tion (Appeal Board Case #29,272-51, 
decided by the Appellate Division, Third 
Judicial Department, on November 17, 
1952) the court upheld the initial de- 
termination that appellant was not en- 
titled to a tax credit for the 1947 tax 
credit year upon the ground that its 
predecessor, a co-partnership, did not 
transfer all of its assets to the appellant. 
The precise question before the tribunal 
was: Did the appellant, in August 
1946, acquire from the partnership 
transferor all or substantially all of its 
assets upon the partnership's discon- 
tinuance of operations, so as to con- 
stitute the appellant a “qualified em- 
ployer” as defined by Section 577, sub- 
division 1, of the statute as it read at 
that time ? 


The court found that upon the re- 
organization of the former partnership 
business into corporate form, the major 
portion of its assets was transferred 
to the appellant and the remainder, 
consisting principally of its smaller 
factory and plant at another location, 
was transferred to another corpora- 
tion which continued its operation. 
This factory and plant, although a 
minor part of the partnership’s total 
assets, was so substantial as to support 
a finding by the Appeal Board that 
the appellant had not as a fact acquired 
“all or substantially all” of the co- 
partnership assets within the meaning 
of the statute. 
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In such a situation under the present 
statute both successors could make an 
application jointly as successor em- 
ployers and thus become qualified for 
a possible lower state unemployment 
Insurance rate. 

Another way of handling the situa- 
tion would be for the predecessor em- 
ployer to sell its smaller plant to a pur- 
chaser and then at a later date to trans- 
fer all of its assets as they are at that 
later date to the firm that it wishes to 
become its successor for unemployment 
insurance purposes. 

In Matter of the Application for a 
Refund of Contributions under Article 
18 of the Labor Law made by Thomas 
S. Lee Enterprises, Inc., successor by 
merger to General Teleradio, Ine. 
(formerly known as Bamberger Broad- 
casting Service, Inc.), Appellant, the 
court sustained the decision of the Un- 
employment Insurance Appeal Board 
denying the employer’s application for 
a refund of $10,842.12, paid during the 
third and fourth quarters of 1948. The 
statute involved reads: 

“1. Limitation. ‘Wages’ means all re- 
muneration paid, except that such term 
does not include remuneration paid to an 
employee by an employer after three thou- 
sand dollars have been paid to such em- 
ployee by such employer with respect to 
employment during any calendar year. The 
term ‘employment’ includes for the pur- 
poses of this subdivision services consti- 
tuting employment under any unemploy- 
ment compensation law of another state or 
the United States. 

. Joint consideration. If an employer 
has acquired all or substantially all the 
assets of another employer liable for con- 
tributions under this article and has as- 
sumed liability for unpaid contributions, if 
any, due from such other employer, re- 
muneration paid by both employers shall 
be deemed paid by a single employer for 
the purposes of this section.” 

In the case at bar there had been a 
finding that between 84 per cent and 86 
per cent of the assets had been trans- 
ferred. There had also been a finding 
that the transfer involved certain func- 
tions and the assets related to those 
functions. The Appeal Board had con- 
cluded that “all or substantially all” of 


(Continued on page 158) 
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Office and Staft Management 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 











Conducted by Max Brock, C.P.A. 


Tax Return Instruction Letters 


In the October, 1951, column a copy 
of a tax return instruction sheet was 
reproduced and the advantages of the 
use of such forms were pointed out. 
However, the form demonstrated was 
of a type that required a different form 


of instruction sheet for each type of 


tax return. A practitioner sent us a 
copy of two all-embracing instruction 
sheets, the first (Exhibit I) covering 
Federal returns and the second (Ex- 
hibit II) covering State and City re- 
turns. 


Reproducing New York State 

Tax Returns 

The Commissioners of the New York 
State Tax Department have ruled 
against acceptance of photographic re- 
productions of tax returns. This is 
contrary to the position of the Com- 
missioner of Internal Revenue, as re- 
ferred to in last month’s column. They 
will however accept returns on photo- 
graphic masters, which are originals, 
for reproduction. 

The latter procedure permits an ac- 
countant to handwrite or typewrite on 
the photographic master and then re- 
produce as many copies as_ needed. 
However, the master copy is the one 





Max Brock, C.P.A. (N.Y., Pa.) 
is a director of the New York State 
Society of Certified Public Account- 
ants and has been the Chairman of 
the Society’s Committee on Admin- 
istration of Accountants’ Practice. 
He is a member of the firm of 
Anchin, Block & Anchin. 
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which must be mailed to the Tax de- 
partment. A substantial typing econ- 
omy can be realized if the handwritten 
copy is reproduced. Even if the origi- 
nal is typed, reproduction of the other 
copies required has the advantage of 
speedier preparation and better copies. 
The problems of aligning two or three 
tax blanks in a typewriter, and of cor- 
recting typographical errors, which are 
large time consumers, can be overcome 
by mechanical reproduction. 


Accountants’ Signatures on Tax 

Returns 

A special ruling of the Treasury 
Department (Letter of Deputy Com- 
missioner McLarney, July 2, 1952) 
holds that an accountant who happens 
to be an officer of a corporation may not 
sign both as an officer and as an in- 
dependent accountant. Returns im- 
properly signed by the accountant be- 
come invalid and problems may thereby 
be created. 


Mechanics for Reporting Federal 
Income Tax Changes to New 
York State 
This problem has been discussed 

previously, and the importance ot 

establishing a definite procedure to 
assure that changes in Federal income 
taxes reported are communicated to the 

New York State Tax Department was 

stressed. 

Several revisions in the State's re- 
quirements have recently been made. 
They are the following: 

1. Effective December 1, 1952, tax- 
payers must use Form IT-115 for 
notifications to the Department. 
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2. Where additional State tax is due 
payment must accompany the form. 

3. The changes in the Federal 1n- 
come liability may be explained on or 
with the form instead of submitting a 
copy of the Treasury Department 
report, if desired. 

4+. The definition of a final determin- 
ation has been revised to include a 
waiver filed under Section 272(d) of 
the Internal Revenue Code, where no 
90-day deficiency notice is issued. 


Salary Control for C.P.A’s. 

The last vestige of salary stabiliza- 
tion control over C.P.A. staff members 
has been lifted. Interpretation #15 has 
finally been revised, largely as a result 
of the efforts of the American Institute 
of Accountants, whereby the geographic 
jurisdiction is no longer an obstacle 
for the complete elimination of salary 


control. 


~~ 
Payroll Tax Notes 


(Continued from page 155) 


the assets had not been transferred. 
The court stated in its decision affirm- 
ing the denial of the refund claim: 

“We find nothing in the decision that 
requires reversal as a matter of law. The 
Legislature in the enactment of the stat- 
ute under consideration fixed no arbitrary 
percentages upon which to base a determi- 
naticn. It necessarily follows that the is- 
sue of whether all or substantially all of 
the assets of a business have been trans- 
ferred falls largely within the realm of 
fact. Where, under all the circumstances, 
there is room for a divergence of opinion 
the administrative determination must be 
accepted. 

“No purely mechanical formula for the 
solution of such an issue can be found 
except by legislative fiat. Under the cir- 
cumstances we cannot say that the deter- 
minaticn of the Board was unreasonable 
or arbitrary either as a matter of fact or 
law.” 


Joint Employment 

In another decision of the Appellate 
Division of the Supreme Court of New 
York, Matter of Liability for Unem- 
-ployment Insurance Contributions . 
of David Berg, Appellant, decided 
November 17, 1952, it was held that a 
lawyer who employs three stenog- 
raphers in his own law office and has 
an arrangement with three other law 
offices by which all together use the 
services of a telephone operator, each 
paving one-fourth of her salary, 
through one of the other lawyers, the 
appellant is an employer subject to 
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the unemployment insurance law. The 
court held that the decision in JJatter 
of Fulton Ship Operators P & I Serv- 
ice Inc. (273 App. Div. 614) is not 
controlling under the facts here. ‘The 
decisions in the Matter of United Trac- 
tion Co. (280 App. Div. 291) and 
Matter of Miller (260 App. Div. 888) 
were held to apply wherein the em- 
ployee in question was deemed the em- 
ployee of all the participants in the ar- 
rangement for employment. 


Right to a Hearing 

by an Employer 

The Appeal Board has held in case 
=33,219-52, that Claimant’s last em- 
ployer who was not a base-year em- 
ployer, was entitled to a hearing on an 
initial determination holding claimant 
had left his employment with good 
cause. In the present case the claimant 
had not worked for the appealing em- 
ployer during his base period and hene- 
fits paid would not be charged to the 
contesting employer’s account. 


Question of Weeks of Employment 
The period while a seaman is hospi- 
talized and with respect to which the 
employer is obligated to continue his 
wages represents weeks of employment 
for determining the unemployed claim- 
ant’s right to benefits, pursuant to 
Section 527 of the Unemployment In- 
surance Law. (Case #3065-52R. 
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The Excess Profits Tax Exchange 














Conducted by Davin Zack, C.P.A. 


ya department is a clearing house 
for questions, problems, comments 
and rulings regarding Excess Profits 
Taxes. We are especially interested in 
special and informal Bureau rulings on 
Excess Profits Taxes. All items of 
general interest will be published here- 
in and full credit will be given all con- 
tributors unless they request otherwise. 
All inquiries and contributions should 
be addressed to: 

Editor, The Excess Profits Tax Exchange 

The New York Certified Public 

Accountant 
677 Fifth Avenue 
New York 22, N. Y. 


Ceiling Rates For New 
Corporations 


Samuel A. Dyckman, C.P.A., points 
out a proposed amendment to the Ex- 
cess Profits Tax Regulations which we 
hope will be the last word on this most 
practical subject. 

“In the February and July, 1952, 
issues, you discussed the applicability 
of the ceiling rates under Sec. 430 (e) 





Davip Zack, C.P.A. and member 
of the Bar, is a member of our So- 
ciety and of its Committee on Fed- 
eral Taxation. He is Chairman of 
the Committee on Municipal and 
Local Taxation. 

Mr. Zack is a Lecturer on Taxa- 
tion at The City College (N.Y.) 
School of Business and Civic Ad- 
ministration and at the New York 
University Institute on Federal 
Taxation. 

Mr. Zack has written on tax mat- 
ters for various publications. He is 
a partner in the firm of David 
3erdon & Co., Certified Public 
Accountants. 
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to acquiring corporations. In the earlier 
issue, | had submitted my analysis as 
to why it appeared to me from a study 
of the statute that, for purposes of the 
ceiling rates, newly incorporated part- 
nerships did not have to tack on the 
existence of its nonincorporated ‘*com- 
ponents.” 

“The Bureau initially took an oppos- 
ing position in an informal Bureau 
ruling published in your columns in the 
July issue. It is interesting to note 
that in its proposed amendments to 
regulations published in the Federal 
Register on December 13, 1952, the 
Bureau has now taken the reverse posi- 
tion. The proposed regulation, Sec. 
40.430-2 (e) 5 (ii), states: 

“The provisions of section 430(e) (2)- 
(B) (i) and of subparagraph (i) of this 
paragraph are applicable only if the party 
to the transaction with the taxpayer was a 
corporation. They do not apply, for ex- 
ample, where such party was an individual 
or a partnership. Thus, if an individual 
who has been operating a certain business 
as a sole proprietorship incorporates such 
business and transfers all the assets of the 
business to a newly formed corporation in 
a transaction which qualifies as a sec- 
tion 112(b)(5) transaction, the newly 
formed corporation will not be deemed to 
have been in existence during the prior 
pericd when the individual was conducting 
the business as a sole proprietorship nor 
will the corporation be deemed to have had 
taxable years during such prior period.” 


Tax Savings On Borrowed Capital 


Maurice Burstein, C.P.A., submits a 
very interesting study of the tax bene- 
fits flowing from borrowed money 
under the current excess profits tax 
laws. 

“Various comments have appeared 
on the subject of tax advantages to be 
gained by a corporation in borrowing. 
These advantages were made possible 


159 








The New York Certified Public Accountant 


by the Excess Profits Tax Act of 1950, 
and even more so, by the Revenue Act 
of 1951. 

“Under the Excess Profits Tax Act 
of 1950, a corporation in the 77% 
bracket actually gained by borrowing 
money. When it paid interest at the 
rate of 1% it gained $2.245 on each 
$100 it borrowed, and on each addi- 
tional 1% of interest it paid, the gain 
was reduced by $.455 on each $100 it 
borrowed. The break-even point was a 
5.934% interest rate. 

“Under the Revenue Act of 1951, 
the tax benefits resulting from borrow- 
ing money increased for a corporation 
paying 30% Excess Profits Tax. On 
the first 1% interest it paid, it gained 
$2.295 on each $100 it borowed, and on 
each additional 1% interest it paid, the 
gain was reduced by $.405 per $100 
borrowed. The break-even point is now 
a 6.666% interest rate. 

“However, should the corporation 
be in the 18% Excess Profits Tax ceil- 
ing bracket (when the Excess Profits 
Credit is less than 40% of Excess Pro- 
fits Net Income), there is NO gain in 
borrowing, but the corporation still gets 
the benefit of lower cost of interest. 
Each 1% interest costs the corporation 
only $4.35 per $100 borrowed, reducing 
therefore the interest cost by $.565 on 
each $100 borrowed. 

“New corporations (with a net in- 
come of more than $25,000, but an 
Excess Profits net income of $300,000 
or less) are also offered opportunities 
for saving on borrowed money by the 
Revenue Act of 1951 because of their 
choice of Excess Profits Tax ceilings 
of 5%, 8%, 11% and 14% in their 
first two years, third year, fourth vear 
and fifth year respectively, instead of 
the 18% Excess Profits Tax ceiling 
applicable to old corporations. After 
the fifth year of its existence, the cor- 
poration loses its status as a new cor- 
poration and falls into the class of an 
old corporation paying 18% Excess 
Profits Tax ceiling.” 
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“To summarize, under the Revenue 

Act of 1951 

“a) When a corporation pays 30% 
Excess Profits Tax (with Excess 
Profits Credit of MORE than 
40% of tts Excess Profits Net In- 
come); 

1) The cost of borrowing money 
at 624% rate of interest is off- 
set by a tax saving equivalent 
to the interest cost, i.e., break- 
even point. 

2) The borrowing of money at 
1% rate of interest results ina 
gain of $2.295 for each $100 
borrowed. 

3) In borrowing money at a rate 
of interest higher than 1%, the 
gain is reduced by $.405 per 
$100 borrowed at an additional 
1% rate of interest. 

4) In borrowing money at a rate 
of interest higher than 674%, 
the cost of borrowing money 
is reduced by $.595 for each 
$100 borrowed at an additional 
1% rate of interest. 


“b) A corporation paying 18% Excess 
Profits Tax ceiling (with an Ex- 
cess Profits Credit of 40% or less 
of its Excess Profits net income) 
—or A new. corporation after tts 
fifth year (with a net income of 
more than $25,000, but Excess 
Profits net income of $300,000 or 
less) 

1) SAVES on Cost of Interest 
565% of each 1% of interest 
it pays. 

“c) A new corporation (with a net in- 

come of MORE than $25,000 but 

an Excess Profits net income of 
$300,000 or LESS) 

1) SAVES on Cost of Interest 
it pays during: 


c) 


First & second 

year 5325% of each 1% it pays 
Third year 54% of each 1% it pays 
Fourth year .5475% of each 1% it pays 
Fifth year 555% of each 1% it pays 
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Copyright 1952 by American Institute of Accountants 
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Accounting for Stock Dividends 
and Stock Split-Ups 


This bulletin supersedes Accounting 
Research Bulletin No. 11, “Corporate 
Accounting for Ordinary Stock Divi- 
dends,” issued in September, 1941. 


1. The term stock dividend, as used in this 
bulletin, refers to an issuance by a corpora- 
tion of its own common shares to its common 
shareholders without consideration and under 
conditions indicating that such action is 
prompted mainly by a desire to give the 
recipient shareholders some ostensibly sepa- 
rate evidence of a part of their respective 
interests in accumulated corporate earnings 
without distribution of cash or other property 
which the board of directors deems necessary 
or desirable to retain in the business. 

The term stock split-up, as used in this 
bulletin, refers to an issuance by a corpora- 
tion of its own common shares to its common 
shareholders without consideration and under 
conditions indicating that such action is 
prompted mainly by a desire to increase the 
number of outstanding shares for the purpose 
of effecting a reduction in their unit market 
price and, thereby, of obtaining wider dis- 
tribution and improved marketability of the 
shares. 

3. This bulletin is not concerned with the 
accounting for a distribution or issuance to 
shareholders of (a) shares of another cor- 
poration theretofore held as an investment, or 
(b) shares of a different class, or (c) rights 
to subscribe for additional shares, or (d) 
shares of the same class in cases where each 
shareholder is given an election to receive 
cash or shares. 

4. The discussion of accounting fer stock 
dividends and split-ups that follows is divided 
into two parts. The first deals with the prob- 
lems of the recipient. The second deals with 
the problems of the issuer. 


As to the Recipient 
_ 5. One of the basic problems of accounting 
is that of income determination. Complete 


See, for instance, Freeman, ‘‘Stock Dividends 
and Whitaker, ‘Stock Dividends, Investment Trusts, and the 
1931 (con). 


Economic Review, December, 1931 (pro), 
Exchange,” American Economic Review, June, 
1953 


discussion of this problem is obviously beyond 
the scope of this bulletin. Basically, income 
is a realized gain and in accounting is recog- 
nized, recorded, and stated in accordance with 
certain principles as to time and amount. 


6. In applying the principles of income de- 
termination to the accounts of the shareholder 
of a corporation, it is generally agreed that 
the problem of determining his income is 
distinct from the problem of income deter- 
mination by the corporation itself. The in- 
come of the corporation is determined as that 
of a separate entity without regard to the 
equity of the respective shareholders in such 
income. Under conventional accounting con- 
cepts, the shareholder has no income solely 
as a result of the fact that the corporation 
has income ; the i increase in his equity through 
undistributed earnings is no more than poten- 
tial income to him. It is true that income 
-arned by the corporation may result in an 
enhancement in the market value of the 
shares, but until there is a distribution, divi- 
sion, or severance of corporate assets, the 
shareholder has no income. If there is an in- 
crease in the market value of his holdings, 
such unrealized appreciation is not income. 
In the case of a stock dividend or split-up, 
there is no distribution, division, or severance 
of corporate assets. Moreover, there is noth- 
ing resulting therefrom that the shareholder 
can realize upon without parting with some 
of his proportionate interest in the corpora- 
tion. 

7. The foregoing are important points to 
be considered in any discussion of the ac- 
counting procedures to be followed by the 
recipient of a stock dividend or split-up since 
many arguments put forward by those who 
favor recognizing stock dividends as income 
are in substance arguments for the recogni- 
tion of corporate income as income to the 
shareholder as it accrues to the corporation, 
and prior to its distribution to the share- 
holder; the acceptance of such arguments 


would require the abandonment of the 
separate entity concept of corporation 
accounting. 


8. The question as to whether or not stock 
dividends are income has been extensively 
debated; the arguments pro and con are 
well known.! The situation cannot be better 
summarized, however, than in the words ap- 
proved by Mr. Justice Pitney in Eisner v. 
Macomber, 252 U. S. 189, wherein it was 
held that stock dividends are not income 
under the Sixteenth Amendment, as follows: 


and the New York Stock Exchange,” American 
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“A stock dividend really takes nothing from 
the property of the corporation and adds 
nothing to the interests of the stockholders. 
Its property is not diminished and their inter- 
ests are not increased . the proportional 
interest of each she ireholder remains the same. 
The only change is in the evidence which 
represents that interest, the new shares and 
the original shares together representing the 
same proportional interests that the original 
shares represented before the issue of the 
new ones.” 

9. Since a shareholder’s interest in the 
corporation remains unchanged by a_ stock 
dividend or split-up except as to the number 

. share units constituting such interest, the 
cost of the shares previously held should be 
allocated equitably to the total shares held 
after receipt of the stock dividend or split-up. 
When any shares are later dipsosed of, a 
gain or loss should be determined on the basis 
of the adjusted cost per share. 


As to the Issuer 

Stock Dividends 

10. As has been previously ste ited, a stock 
dividend does not, in fact, give rise to any 
change whatsoever in either the corpcration’s 
assets or its respective shareholders’ propor- 
tionate interests therein. However, it cannot 
fail to be recognized that, merely as a conse- 
quence of the expressed purpose of the trans- 
action and its characterization as a “dividend” 
in related notices to shareholders and the 
public at large, many recipients of stock divi- 
dends look upon them as distributions of cor- 
porate earnings and usually in an amount 
equivalent to the fair value ‘of the additional 
shares received. Furthermore, it is to be pre- 
sumed that such views of recipients are 
materially strengthened in those instances, 
which are by far the most numerous, where 
the issuances are so small in comparison with 
the shares previously outstanding that they 
do not have any apparent effect upon the 
share market price and, consequently, the 
market value of the shares previously held 
remains substantially unchanged. The com- 
mittee therefore believes that where these 
circumstances exist the corporation should in 
the public interest account for the transac- 
tion by transferring from earned surplus to 
the category of permanent capitalization 
(represented by the capital stock and capital 
surplus accounts) an amount equal to the 
fair value of the additional shares issued. 
Unless this is done, the amount of earnings 
which the shareholder may believe to have 
been distributed to him will be left, except 
to the extent otherwise dictated by legal 
requirements, in earned surplus subject to 
possible further similar stock issuances cr 
cash distributions. 

11. Where the number of additional shares 
issued as a stock dividend is so great that 
it has, or may reasonably be expected to have, 


162 


Certified Public 


Accountant 


the effect of materially reducing the share 
market value, the committee believes that the 
implications and possible constructions <dis- 
cussed in the preceding paragraph are not 
likely to exist and that the transaction clearly 
partakes of the nature of a stock split-up as 
defined in paragraph 2. Consequently, the 
committee considers that under such circum- 
sti ances there is no need to capitalize earned 
surplus, other than to the exent occasioned 
by legal requirements. It recommends, how- 
ever, that in such instances every effort be 
made to avoid the use of the word “dividend” 
in related corporate resolutions, notices, and 
announcements and that, in those cases where 
because of legal requirements this cannot be 
done, the transaction be described, for ex- 
ample, as a “split-up effected in the form of a 
dividend.” 

12. In cases of closely-held companies, it 
is to be presumed that the intimate knowl- 
edge of the corporations’ affairs possessed by 
their shareholders would preclude any such 
implications and possible constructions as are 
referred to in paragraph 10. In such cases, 
the committee believes that considerations of 
public policy do not arise and that there is 
no need to capitalize earned surplus other 
than to meet legal requirements. 

13. Obviously, the point at which the rela- 
tive size of the additional shares issued be- 
comes large enough to materially influence 
the unit market price of the stock will vary 
with individual companies and under differ- 
ing market conditions and, hence, no single 
percentage can be laid down as a standard 
for determining when capitalization of earned 
surplus in excess of legal requirements is 
called for and when it is not. However, on 
the basis of a review of market action in 
the case of shares of a number of companies 
having relatively recent stock distributions, 
it would appear that there would be few in- 
stances involving the issuance of additional 
shares of less than, say, 20% or 25% of the 
number previously outstanding where the ef- 
fect would not be such as to cal! for the pro- 
cedure referred to in paragraph 10. 

14. The corporate accounting recommended 
in paragraph 10 will in many cases, probably 
the majority, result in the capitalization ot 
earned surplus in an amount in excess ot 
that called for by the laws of the state of 
incorporation; such laws generally require 
the capitalization only of the par value of the 
shares issued, or, in the case of shares with- 
out par value, an amount usually within the 
discretion of the board of directors. How- 
ever, these legal requirement are, in effect. 
minimum requirements and do not prevent 
the capitalization of a larger amount per 
share. 


Stock Split-Ups 
15. Earlier in this bulletin a stock split-up 
was defined as being confined to transactions 
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involving the issuance of shares, without con- 
sideration moving to the corporation, for the 
purpose of effecting a reduction in the unit 
warige price of shares of the class issued 
and, thus, of obtaining wider distribution and 
improved marketability of the shares. Where 
this is clearly the intent, no transfer from 
earned surplus to capital surplus or capital 
stock account is called for, other than to the 
extent occasioned by legal requirements. It 
is believed, however, that few cases will arise 
where the aforementioned purpose can be ac- 
complished through an issuance of shares 
which is less than, say, 20% or 25% of the 
previously outstanding shares. 


16. The committee believes that the corpo- 
ration’s representations to its shareholders as 
to the nature of the issuance is one of the 
principal considerations in determining 
whether it should be recorded as a stock divi- 
dend or a split-up. Nevertheless, it believes 
that the issuance of new shares in ratios of 
less than, say, 20% or 25% oi the previously 
outstanding shares, or the frequent recurrence 
of issuances of shares, would destroy the 
presumption that transactions represented to 
be split-ups should be recorded as split-ups. 


The statement entitled “Accounting for 
Siock Dividends and Stock S‘plit-U ps” 
was adopted by the assenting votes of 
nineteen members of the committee, of 
whom two, Messrs. Knight and Calkins, 
assented with qualification. One mem- 

Mr. Wilcox, dissented. 


Knight assented with the qualification 
that he believes the bulletin should recognize 
the propriety of treating as income stock divi 
a ” ceived by a parent from a subsidiary. 
He believes the bulletin should have retained 
from 03 original Bulletin No. 11 the state 
ment, “It is recognized that this rule, under 
which the stockholder has no income until 
there is a distribution, division, or severance, 
may require modification in some cases, or 
that there may be exceptions to it, as, for 
instance, in the case of a parent company 
with respect to its subsidiaries, cA 


Mr. Calkins approves part one of the bul- 
letin, but believes part two is inconsistent 
therewith in that the former concludes that 
a stock dividend is not income to the recipient 
while the latter suggests accounting pro 
cedures by the issuer based on the assumption 
that the shareholder may think otherwise. 
He believes it is inappropriate for the cor- 
porate entity to base its accounting on con 
siderations of possible shareholder reactions. 
He also believes that part two deals with 
matters of corporate policy rather than ac- 
counting principles and that the purpose 
sought to be served could be more effectively 
accomplished by appropriate notices to share- 
holders at the time of the issuance of addi- 
tional shares. 
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Mr. Wilcox dissents from the recommen- 
dations in this bulletin both as to the recipient 
and the issuer. He believes that, with proper 
safeguards, stock dividends should be re- 
garded as marking the point at which cor- 
porate income is to be recognized by share- 
holders, and denies that the arguments 
favoring this view are in substance arguments 
for the recognition of corporate income as 
income to the shareholder as it accrues to the 
corporation. He believes that the arguments 
regarding severance and maintenance of pro- 
portionate interest are unsound, and cannot 
logically be invoked as they are in this bul- 
letin, since they are widely ignored with re- 
spect to distributions of securities other than 
cammon stock dividends. Mr. Wilcox be- 
lieves the recommendations as to the issuer 
are inconsistent with the rest of the bulletin, 
involve arbitrary distinctions, hamper or dis- 
courage desirable corporate actions, result in 
meaningless segregation in the proprietorship 
section of balance sheets, and serve no in- 
formative purpose which cannot be _ better 
served by explanatory disclosures. He there- 
fore also dissents from the oinission of re- 
quirements for information and disclosures 
which were contained in the original Bul- 
letin No. 11 issued in September, 1941. 





No. 42 November, 1952 
Emergency Facilities—Depreciation, 
Amortization, and Income Taxes 


Certificates of Necessity 


1. Section 124A of the Internal Revenue 
Code, which was added by the Revenue Act 
of 1950, provides for the issuance of certifi- 
cates of necessity under which all or part of 
the cost of so-called emergency facilities may 
be amortized over a period of 60 months for 
income tax purposes. In many cases, the 
amounts involved are material, and ccm- 
panies are faced with the problem of d¢ — 
whether to adopt the 60-month period over 
which the portions of the cost of the facilities 
covered by certificates of necessity may he 
amortized for income tax purposes as the 
period over which they are to be depreciated 
in the accounts. 

2. Thinking on this question apparently 
has become confused because many so-called 
percentage certificates have been issued cov- 
ering less than the entire cost 6f the facility. 
This fact, together with the fact that the 
probable economic usefulness of the facility 
after the close of the five-year amortization 
period is considered by the certifying auther- 
ity in determining the percentage covered by 
these certificates, has led many to believe that 
the percentage used represents the Govern- 
ment’s conclusion as to the proportion of the 
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cost of the facility that is not expected to have 
usefulness at the end of five years. 

3. In some cases, it is apparent that the 
probable lack of economic useiulness of the 
facility after the close of the amortization 
period must constitute the principal if not the 
sole basis for determining the percentage to 
be included in the certificate. However, it 
must be recognized that the certifying au- 
thority has acted under orders to give con- 
sideration also to a variety of other factors 
to the end that the amount certified may be 
the minimum amount necessary to secure 
expansion of industrial capacity in the inter- 
est of national defense during the emergency 
period. Among the factors required to be 
considered in the issuance of these certificates, 
in addition to loss of useful value, are (a) 
character of business, (b) extent of risk as- 
sumed (including the amount and source of 
capital employed, and the potentiality of re- 
covering capital or retiring debt through tax 
savings or pricing), (c) assistance to small 
business and promotion of competition, (d) 
compliance with Government policies (e.g 
dispersal for security), and (e) other types of 
incentives provided by Government, such as 
direct Government loans, guaranties and 
contractual arrangements. 


Depreciation Considerations 


4. The argument has been advanced from 
time to time that, since the portion of the 
cost of properties covered by certificates of 
necessity is amortized over a five-year period 
for income tax purposes, it is necessary to 
follow the same procedure in the accounts. 
Sound financial accounting procedures do not 
necessarily coincide with the rules as to what 
shall be included in “gross income,” or al- 
lowed as a deduction therefrom, in arriving 
at taxable net income. It is well recognized 
that such rules should not be followed for 
financial accounting purposes if they do not 
conform to generally accepted accounting 
principles. However, where the results ob- 
tained from following income tax procedures 
do not materially differ from those obtained 
where generally accepted accounting princi- 
ples are followed, there are practical advan- 
tages in keeping the accounts in agreement 
with the income tax returns. 

5. The cost of a productive facility is one 
of the costs of the services it renders during 
its useful economic life. Generally accepted 
accounting principles require that this cost be 
spread over ‘the expected useful life of the 
facility in such a way as to allocate it as 
equitably as possible to the periods during 
which services are obtained from the use of 
the facility. This procedure is known as de- 
preciation accounting, “a system of account- 
ing which aims to distribute the cost or other 
basic value of tangible capital assets, less 





salvage (if any), over the estimated usciul 
life of the unit (which may be a group of 
assets) in a systematic and rational manner, 
It is a process of allocation, not of valua- 
tion.” 1 

6. The committee is of the opinion that 
from an accounting standpoint there is noth- 
ing inherent in the nature of emergency 
facilities which requires the depreciation or 
amortization of their cost for financial ac- 
counting purposes over either a shorter or 
a longer period than would be proper ii no 
certificate of necessity had been issued. Fsti- 
mates of the probable useful life of a facility 
by those best informed in the matter may 
indicate either a shorter or a longer life than 
the statutory 60-month period over which the 
certified portion of its cost is deductible for 
income tax purposes. 


7. In determining the proper amount of 
annual depreciation with respect to emer- 
gency facilities for financial accounting pur- 
poses, it must be recognized that a great 
many of these facilities are being acquired 
primarily for what they can produce during 
the emergency period. To whatever extent it 
is reasonable to expect the useful economic 
life of a facility to end with the close of the 
amortization period the cost of the facility is 
a proper cost of operation during that period. 


8. In determining the prospective useful- 
ness of such facilities it will be necessary 
to consider their adaptability to post-emer- 
gency use, the effect of their use upon eco- 
nomic utilization of other facilities, the possi- 
bility of excessive costs due to expedited 
construction or emergency conditions, and 
the fact that no deductions for depreciation of 
the certified portion will be allowable for 
income tax purposes in the post-amortization 
years if the company elects to claim the 
amortization deduction. The purposes for 
which emergency facilities are acquired in a 
great many cases are such as to leave major 
uncertainties as to the extent of their use 
during the amortization period and as to their 
subsequent usefulness — uncertainties which 
are not normally encountered in the acquisi- 
tion and use of operating facilities. 


9. Consideration of these factors, the com- 
mittee believes, will in many cases result in 
the determination of depreciation charges 
during the amortization period in excess ot 
the depreciation that would be appropriate 
if these factors were not involved. Frequently 
they will be so compelling as to indicate the 
need for recording depreciation of the cost 
of emergency facilities in the accounts in 
conformity with the amortization deductions 
allowable for income tax purposes. How- 
ever, the committee believes that when the 
amount allowed as amortization for income 
tax purposes is materially different from the 
amount of the estimated depreciation, the 


1 Accounting Research Bulletins Nos. 16, 20, and 22. 
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latter should be used for financial account- 
ing purposes. 

10. In some cases, certificates of necessity 
cover facilities which the owner expects to 
use after the emergency period in lieu of 
older facilities. As a result the older facili- 
ties may become unproductive and obsolete 
before they are fully depreciated on the basis 
of their previously expected life. In such 
situations, the committee believes deprecia- 
tion charges to income should be determined 
in relation to the total properties, to the end 
that sound depreciation accounting may be 
applied to the property accounts as a whole. 


Recognition of Income Tax Effects 


11. In those cases in which the amount 
of depreciation charged in the accounts on 
that portion of the cost of the facilities for 
which certificates of necessity have been ob- 
tained is materially less than the amount of 
amortization deducted for income tax pur- 
poses, the amount of income taxes payable 
annually during the amortization period may 
be significantly less than it would be on the 
basis of the income reflected in the financial 
statements. In such cases, after the close of 
the amortization period the income taxes will 
exceed the amount that would be appropriate 
on the basis of the income reported in the 
statements. Accordingly, the committee be- 
lieves that during the amortization period, 
where this difference is material, a charge 
should be made in the income statement to 
recognize the income tax to be paid in the 
future on the amount by which amortization 
for income tax purposes exceeds the depre- 
ciation that would be allowable if certificates 
of necessity had not been issued. The amount 
of the charge should be equal to the estimated 
amount by which the income tax expected to 
be payable after the amortization period ex- 
ceeds what would be so expected if amortiza- 
tion had not been claimed for income tax 
purposes in the amortization period. The 
estimated amount should be based upon nor- 
mal and surtax rates in effect during the 


period covered by the income statement with 
such changes therein as can be reasonably 
anticipated at the time the estimate is made. 

12. In accounting for this deferment of 
income taxes, the committee believes it desir- 
able to treat the charge as being for addi- 
tional income taxes. The related credit in 
such cases would properly be made to an 
account for deferred income taxes. Under 
this method, during the life oi the facility 
following the amortization period the annual 
charges for income taxes will be reduced by 
charging to the account for deferred income 
taxes that part of the income tax in excess 
of what would have been payable had the 
amortization deduction not been claimed for 
income tax purposes in the amortization pe- 
riod. By this procedure the net income will 
more nearly reflect the results of a proper 
matching of costs and revenues. 

13. There are those who similarly recog- 
nize the necessity for giving effect to the 
amount of the deferred income taxes but who 
believe this should be accomplished by mak- 
ing a charge in the income account for addi- 
tional amortization or depreciation. They 
would carry the related credit to an accumu- 
lated amortization or depreciation account as 
a practical means of recognizing the loss of 
future deductibility of the cost of the facility 
for income tax purposes. If this procedure 
is followed the annual charges for deprecia- 
tion will be correspondingly reduced through- 
out the useful life of the facility following 
the amortization period. Although this pro- 
cedure will result in the same amount of net 
income as the procedure outlined in para- 
graph 12, and therefore may be considered 
as acceptable, the committee regards the 
paragraph 12 procedure as preferable. In any 
circumstances, there should be disclosure of 
the procedures followed. 


The statement entitled “Emergency 
Facilities — Depreciation, Amortization, 
and Income Taxes” was adopted un- 
animously by the twenty members of the 
committee. 


NOTES 


1. Accounting Research Bulletins represent the considered opinion of at least 
two-thirds of the members of the committee on accounting procedure, reached on a 
formal vote after examination of the subject matter by the committee and the research 


department. 


Except in cases in which formal adoption by the Institute membership 
has been asked and secured, the authority 
acceptability of opinions so reached. (See 


of the bulletins rests upon the general 
Report of Committee on Accounting 


Procedure to Council, dated September 18, 1939.) 


? 


contain a statement of such intention. 


2. Opinions of the committee are not 


intended to be retroactive unless they 


They should not be considered applicable to 


the accounting for transactions arising prior to the publication of the opinions. 


However, the 


committee does not wish to discourage the revision of past accounts in 
an individual case if the accountant thinks it desirable in the circumstances. 


Opinions 


of the committee should be considered as applicable only to items which are material 


and significant in the relative circumstances. 
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3. It is recognized also that any general rules may be subject to exception; it is 
felt, however, that the burden of justifying departure from accepted procedures must be 


assumed by those who adopt other treatment. (See 
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“oo” 
New Section 94, Regulations of the 


Commissioner 


The following is the text of Section 
94 of the Regulations of the Commis- 
sioner of Education, adopted by the 
Board of Regents on December 19, 
1952, and effective as of that date. 


ARTICLE XI 
CERTIFIED: PUBLIC ACCOUNTANCY 


§94 Unprofessional conduct and 
unprofessional advertising 


1. A certified public accountant of this 
State shall be guilty of unprofessional con- 
duct if he 

Is guilty of fraud, deceit or gross negli- 
gence in the public practice of accountancy ; 

b Commits or engages in acts or conduct, 
whether or not in or connected with the 
public practice of accountancy, which evi- 
dence moral unfitness for the public practice 
of accountancy ; 

Allows any person other than a partner 
or a duly authorized employe to engage in 
the public practice of accountancy in his or 
his firm’s name, this rule not being intended 
to apply to the use of firm names by 
successors ; 

d Issues in his name or permits his firm 
to issue in its name a report purporting to 
be based upon an examination by him or his 
firm of financial statements, when any mate- 
rial portion of the examination of such state- 
ments and related records, including the 
examination of any material financial state- 
ments or data incorporated in the financial 
statements reported upon, has not been made 
either (1) by him or a partner or an employe 
or (2) with his or his firm’s approval, by a 
certified public accountant of a state, terri- 
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tory or possession of the United States or 
the District of Columbia, or the holder of an 
equivalent certificate issued by the proper 
authorities of another country, or a firm 
partially composed of such certified public 
accountants or holders of equivalent certifi- 
cates ; 

e Permits his or his firm’s name to be 
used in conjunction with an estimate of earn- 
ings contingent upon future transactions in a 
manner which may lead to the belief that he 
or his firm vouches for the accuracy of the 
forecast ; 

f Expresses an opinion or knowingly per- 
mits his firm to express an opinion on finan- 
cial statements of an enterprise financed in 
whole or in part. by public distribution of 
securities, or on financial statements for use 
as a basis for credit, if he, a partner in his 
firm, or a member of his immediate family, 
or a member of his partner’s immediate 
family, owns or is committed to acquire a 
substantial financial interest in the enterprise, 
or if he, or a partner in his firm, is or during 
the period covered by the examination has 
been a director, officer, or employe of the 
enterprise, unless such interest or relation- 
ship is disclosed in the report; 

g Discloses information acquired in the 
course of a professional engagement except 
with the permission of his client or as re- 
quired by law; 

h Is an officer, director, stockholder, repre- 
sentative or agent of any corporation en- 
gaged in the public practice of accountancy; 

i Directly or indirectly solicits clients by 
circular, advertisements or personal com- 
munication or interview not warranted by 
existing personal relations ; 

j Directly or indirectly pays or allows or 
agrees to pay or allow a commission, broker- 
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age or other participation in the fees or 
profits of his professional services to a person 
not engaged in the public practice of account- 
ancy, or accepts, directly or indirectly, from 
a person not engaged in the public practice 
of accountancy, any commission, brokerage, 
or other participation in professional work 
or commercial business referred to others as 
an incident to his services to clients. 


A certified public acountant of the State 
sha be guilty of unprofessional advertising 
if he advertises his professional attainments 
or services in any manner, except within the 
following limitations and restrictions : 


2 The publication, issuance or use of a 
ed issued in connection with the opening 
of an office for the public practice of ac- 
countancy or a change in address, personnel 
or firm name, and restricted to an announce- 
ment of the name, title (C.P.A. member of 


a state society, or other professional affilia- 
tions or designations), class of service, the 
address of the person or firm, which shall 
not exceed two columns in width and three 
inches in depth if appearing in a newspaper, 
or one-quarter of a page if appearing in a 
magazine or similar publication 

b Listings in directories, restricted to the 
name, title, address and telephone number of 
the person or firm, not appearing in bold 
type, boxes, or other style which differen- 
tiates them from the majority of the other 
names in the same list 

c Listing on the doors or windows of the 
office, or on the directory of the building in 
which the office is located, of the name of a 
person or firm, the names of the partners in 
the firm, the title, and other offices main- 
tained by the person or firm. 
Approved December 19, 1952. 
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Reminder of 
1953 PRIZE ESSAY CONTEST! 


The Board of Directors of the Society has authorized the Com- 
mittee on Publications to conduct a prize essay contest among 
seniors and graduate students majoring in accountancy, duly 
enrolled in the colleges of New York State. The article may 
cover any topic in the field of accounting and/or auditing. 


Prizes in the amount of $100 for the best article and $50 for 
the second best article are offered. In addition, the two winners 
and any others submitting papers worthy of honorable mention 
will receive a one-year subscription to The New York Certified 
Public Accountant. 


The General Rules of the Contest are as follows: 


All papers shall be original, and the manuscript shall be typed in 
duplicate on 8Y4 x 11 stationery on one side, double or triple space 
typing, and shall not be more than 6,000 words in length. Each 
contestant shall indicate the exact number of words in his paper 
at the end thereof. 
* 

The name of the individual submitting the paper‘shall not appear 
thereon, nor should there be any other means of identifying the 
manuscript, which should be accompanied by a covering letter giving 
the contestant’s name and address. When submitted to the judges, 
each manuscript wili be given a key number for identification. 


* 


Manuscripts should be forwarded to The Managing Editor of The 
New York Certified Public Accountant, 677 Fifth Avenue, New 
York 22, N. Y., on or before May 15, 1953. Awards will be 
announced as soon thereafter as possible. 


* 


All papers submitted shall become the property of the New York 
State Society of Certified Public Accountants and shall be available 
for publication in The New York Certified Public Accountant. 
The decision of the judges shall be final as to what papers, if any, 
may be entitled to prizes. 
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